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Prefatory Note 


Few American economists have influenced economic 
thinking and policy in our time as has Alvin "Hansen. 
As a teacher and thinker he combines searching theo- 
retical work with realistic analysis of the basic issues of 
economic policy. His explorations in the determinants 
of income and employment, his grasp of social institu- 
tions and his never-tiring enthusiasm for new problems 
and new approaches are a propelling force to his stu- 
dents and to economic thinking here and abroad. His 
is a search for the good society in which individual 
freedom may be combined with economic stability, 
peace, and security — with economic analysis a tool of 
leadership towards this end. 

Most of us were his students while the remainder 
have been his close associates. With affection, admira- 
tion, and gratitude we offer these essays to Professor 
Hansen at the way station of his sixtieth birthday. 


The Contributors 


Contents 


0 VV> 

V//\w 


Prefatory Note v 

Part One. Determinants of Income 

I. Three Lags in the Circular Flow of Income 

BY LLOYD A. METZLER 1 1 

II. Investment, Losses, and Monopolies 

BY EVSEY D. DOMAR 3 3 

III. Income-Consumption Relations and Their Implica- 

tions 

BY JAMES S. DUESENBERRY 54 

IV. Concepts and Criteria of Secular Stagnation 

BY BENJAMIN HIGGINS 82 

V. Secular and Cyclical Aspects of the Multiplier and 
the Accelerator 

BY RICHARD M. GOODWIN I08 

VI. The Simple Mathematics of Income Determination 

BY PAUL A. SAMUELSON I33 


Part Two. Social Setting 
I. Income Redistribution Reconsidered 

BY DAVID MCCORD WRIGHT 

vii 


15s 



Contents 

II. Opposition to Deficit Spending for the Prevention 

of Unemployment 

BY SIDNEY S. ALEXANDER 177 

III. Dynamic Elements in a Full Employment Program 

BY HARVEY S. PERLOFF 1 99 

Part Three. Economic Policy 

I. Credit Controls, Interest Rates, and Management of 

Public Debt 

BY RICHARD A. MUSGRAVE 221 

II. The Burden of the National Debt 

BY ABBA P. LERNER 255 

III. Carl Dietzel, Public Expenditures, and the Public 

Debt 

BY WALTER F. STETTNER 276 

IV. Business-Income Taxation and Investment Incentives 

BY E. CARY BROWN 3OO 

V. Alternative Expansionist Fiscal Policies: A Diagram- 
matic Analysis 

BY ROBERT L. BISHOP 3 1 7 

VI. Productivity and the Wage Structure 

BY JOHN T. DUNLOP 341 

VII. Exchange Practices and the Fund 

BY ALICE BOURNEUF 363 


vm 


PART ONE 


Determinants of Income 



Three Lags in the 
Circular Flow of Income 

-5S- BY -««• 

LLOYD A. METZLER 


I. INTRODUCTION 

The theory of employment was first presented as a static theory 
of equilibrium, and this no doubt accounts for much of the con- 
fusion and controversy which occurred in its formative years. 
The disputes over the definitions of saving and investment, and 
whether the two are necessarily equal, could largely have been 
avoided had a more careful distinction been made, at the outset, 
between the equilibrium of income and movements about this 
equilibrium. In retrospect, it is perhaps surprising that the static 
theory should have been the source of so many differences of 
opinion, since, in another field, the field of price theory, econo- 
mists were thoroughly accustomed to dealing with static rela- 
tions and to distinguishing between the equilibrium itself and 
movements about this equilibrium. No economist, for example, 
would have said that the equality of purchases and sales of a 
particular commodity indicates that the price of that commodity 
is in equilibrium. And yet the equality of saving and investment 
over a given past period, which has no more significance in income 
theory than the equivalence of purchases and sales in price theory, 
created serious doubts as to whether the saving-investment rela- 
tion could be used as a condition of equilibrium . 1 

1 See G. Haberler, “Mr. Keynes’ Theory of the ‘Multiplier’: A Methodological 
Criticism,” Zeitschrift fur National# konomie, Vol. 7, 1936, pp. 299-305. Reprinted 
in Readings in Business Cycle Theory , Phila., 1944. 
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In the end, the controversy was resolved by distinguishing be- 
tween actual saving and investment and the amounts which savers 
would like to save, and investors would like to invest, if income 
were maintained at the existing level over a considerable period 
of time. In other words, a distinction was made between actual 
investment and intended investment, and between actual saving 
and intended saving . 2 It was then found that the condition of 
equilibrium of income is the equality of intended saving and in- 
tended investment. If intended investment over a given period 
exceeds intended saving, income in subsequent periods rises; and, 
conversely, if intended saving exceeds intended investment, in- 
come falls. These conclusions may easily be demonstrated by 
showing how producers or income earners react to a discrepancy 
between actual and intended investment, or between actual and in- 
tended savings. If intended investment exceeds intended savings, 
for example, the discrepancy may be due to the fact that producers 
as a group have experienced an unforeseen reduction of inven- 
tories, and actual investment therefore has fallen short of intended 
investment. If so, the level of output and income in later periods 
will be increased, both to replace depleted stocks and to meet the 
higher level of demand which brought about the initial reduc- 
tion of stocks. 

The difference between intended saving and intended invest- 
ment may also be due, however, to the fact that income earners, 
for one reason or another, are temporarily saving a larger part 
of their incomes than they would if income were maintained at 
the present level. In this case the subsequent rise of income will be 
brought about by an increase of consumption, with a correspond- 
ing increase in output. Thus whatever the cause of the discrep- 
ancy, an excess of intended investment over intended saving leads 


2 Although the Swedish economists did not use the terminology suggested 
above, the distinction between planned and unplanned (or intended and unin- 
tended) components of saving and investment is their principal contribution to 
the theory of employment. See B. Ohlin, “Some Notes on the Stockholm Theory 
of Saving and Investment,” Economic Journal , Vol. 47, 1937, Part I, March, 
* 937 ? PP* 53-69; Part II, June, 1937, pp. 221-240. 
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to a rise of income. And conversely, it may be shown that an ex- 
cess of intended saving over intended investment leads to a fall 
of income. 

In later refinements of the theory of employment, these rela- 
tions between intended and actual saving and investment were 
worked out by means of dynamic sequences in which lags were as- 
sumed in the circular flow of income. Although most of these 
sequences led to a discrepancy between intended saving and actual 
saving, a few of them dealt, on the other side of the equation, with 
the relation between intended investment and actual investment. 
In general, the dynamic models were so highly simplified that 
they could not be regarded as complete theories of economic 
fluctuations. There can be little doubt, however, that the lags in 
the circular flow of income which were incorporated in these 
simple models will be basic features of more complicated and 
realistic business cycle theories of the future. An understanding 
of these lags, and of their relation to dynamic theories of income, 
is therefore a useful preliminary to the study of business cycles. 
This is the purpose of the present paper. In the two sections which 
follow, a brief account is given of the principal lags in the circular 
flow, and of the way in which these lags have been used in 
dynamic theory. Finally, in IV below, statistical evidence is pre- 
sented concerning the relative lengths of the principal lags. 

II. POSITION OF THE LAGS IN THE CIRCULAR FLOW 

The flow of income from business units to households, in the 
form of income payments to the factors of production, and back 
again to business units, in the form of purchases of goods and 
services, is a highly complicated process. If we examine the process 
in detail, we shall find that it consists not of one or two income 
circuits, as sometimes assumed, but of a very large number. Each 
circuit has distinctive characteristics of its own, particularly with 
respect to the length of time which is required to complete the 
flow. In the purchase of certain services by households, for exam- 
ple, the income spent returns almost immediately to other house- 
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holds in the form of income earned in rendering such services. 
When income is used to buy highly fabricated goods such as auto- 
mobiles, on the other hand, a considerable period of time may 
elapse before the sales of the automobile dealers become an 
equivalent amount of income for factors of production. To com- 
plete the circular flow in this latter case, the proceeds of the deal- 
ers’ sales must pass through the hands of a large number of dif- 
ferent business units. The dealers who find their sales increasing 
must increase their orders from automobile manufacturers, and 
the manufacturers, in turn, must increase their rate of output. In 
adding to their output, the manufacturers will of course increase 
their orders from other business units, such as steel mills. Thus 
the increase in retail sales is gradually translated into an increase 
in income payments to households through many different stages 
of the production process . 3 

In order to trace out this flow of income in detail, we should 
need a new Tableau Economique, such as the one developed by 
Professor Leontief, showing how each industry’s purchases from 
every other industry, and from households or factors of produc- 
tion, are related to that particular industry’s level of output . 4 
Dynamic studies of income and employment in the future will 
doubtless take the form of an elaboration and refinement of the 
Leontief tables. Only in this way can we expect to get a com- 
pletely accurate picture of the flow of income and other money 
payments between factors of production and business units. At 
the present time, however, neither our statistical materials nor 
our economic theory are adequate for using the Leontief tables 
in business cycle studies. Leontief’s technique, like that of Keynes 

8 Cf. F. Machlup, International Trade and the National Income Multiplier , 
Phila., 1943, p. 1. 

4 W. W. Leontief, The Structure of American Economy, Cambridge, Mass., 
1941, passim ,, but especially Chapter 2. In this early version of his theory, Profes- 
sor Leontief assumed that the demand for investment goods, as well as the 
demand for goods-in-process, depends upon the rate of current output in each 
industry. In later versions, the household equation was deleted, and both house- 
hold expenditures and investment expenditures were regarded as autonomous. 
See, e.g., W. W. Leontief, “Output, Employment, Consumption and Investment,” 
Quarterly Journal of Economics , VoL 58, February, 1944, pp. 290-314. 
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in The General Theory, is essentially a static technique. While 
considerable progress has been made in incorporating Keynes’ 
theory of employment into business cycle theory, the same can- 
not be said, as yet, of Leontief’s system. It seems likely, therefore, 
that for some time we shall have to be content with business cycle 
theories which are considerably more crude and unrefined than 
those which will eventually be possible by elaborating Leontief’s 
technique. 

This means, in particular, that for dynamic studies of fluctua- 
tions in income and employment it may be necessary to treat all 
business units as a group, and not to concern ourselves too much 
with inter-firm or inter-industry purchases and sales. Although 
this is admittedly a drastic simplification, I believe it is justified by 
the fact that it enables us to concentrate our attention upon cer- 
tain causes of economic fluctuations which would tend to be 
obscured in a more elaborate economic model. If the economy is 
envisaged in this simplified manner as a combination of house- 
holds or factors of production, on the one hand, with business 
firms or productive units, on the other, the circular flow may be 
regarded, at least to a first approximation, as a simple flow of in- 
come payments — wages, salaries, rents, dividends, etc. — from 
business units to households and as a reverse flow of consumption 
expenditures and security purchases from households to business 
units. 

When a change occurs in the flow of income or in consump- 
tion expenditures there are at least three points at which the trans- 
mission of this change to the rest of the economy may be tem- 
porarily stopped. Suppose, for example, that the initial change 
takes the form of additional income payments to the factors of 
production. When households receive such additional income 
they will eventually increase their consumption expenditures. 
They may not do so immediately, however, and if not, the in- 
crease in the circular flow will be temporarily brought to a halt. 
This lag in consumers’ expenditures behind income payments 
will be called a “household expenditure lag,” or a “consumption 
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lag.” The principal explanation of the expenditure lag is to be 
found in the inertia of the average consumer. Consumers’ expendi- 
tures are governed, to some extent at least, by habits or by cus- 
tomary standards of living, and these habits and customs are fre- 
quently difficult to alter. When income available for expenditure 
increases or decreases, a period of time may therefore elapse before 
a corresponding increase or decrease occurs in outlays for con- 
sumers’ goods. In the meantime, the ratio of savings to income 
will have been temporarily changed. 

The second important lag in the circular flow is the lag of out- 
put behind a change in the volume of sales. When the increase in 
income payments, in the example above, has been reflected in a 
greater demand for consumers’ goods, there may still be no imme- 
diate increase in the level of production. A wholesale or retail 
dealer who finds his sales increasing does not immediately increase 
his orders by a corresponding amount. Instead, he usually waits 
for a while in order to be sure that the increase in demand is 
permanent. In the meantime, the discrepancy between sales and 
receipt of goods from manufacturers is offset by a decline in 
retail or wholesale inventories. Inertia on the part of retailers and 
wholesalers thus accounts for part of the lag in output behind a 
change in sales, but it is by no means the most important factor. 
Much more important is the fact that the production process 
itself requires time. Most manufactured goods are produced 
according to production schedules, and these schedules are not 
altered except in response to a large and sustained movement in 
the volume of orders from dealers. Thus, even after an increase 
in retail sales has been reflected in orders to manufacturers, a con- 
siderable period of time may still elapse before output is cor- 
respondingly increased. This lag in production behind sales will 
be called simply an “ out put la g.” 

When output is finally increased, income payments to the fac- 
tors of production will normally increase as well. Wages, salaries, 
and other payments for services of the factors will increase as 
employment rises. In the case of at least one type of payment, 
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however, there may be a considerable interval between the earn- 
ing of income in the process of production and its distribution. 
Specifically, when business units earn higher profits as a result 
of expanded demand and production, they may not immediately 
adjust their dividend payments. This is the third important lag 
in the circular flow of income, and it will be referred to hereafter 
as an “earnings lag.” 

Starting with an assumed increase in income payments to the 
factors of production, we have considered three points in the cir- 
cular flow at which the transmission of the increases money pay- 
ments may be temporarily stopped or retarded. First, consump- 
tion expenditures may not respond immediately to the increase 
in income payments. Second, after consumption has increased, 
output may not be increased to meet the increase in sales; for a 
time, in other words, the increased level of consumption may bt 
met from existing business inventories. Third, when output is 
increased there may be a lag in the distribution of part of the 
income earned in production. This happens when dividend pay- 
ments lag behind corporate profits. The different ways in which 
these lags have been incorporated into theories of income and 
business cycles are discussed in the section which follows. 

III. THE USE OF LAGS IN DYNAMIC ECONOMICS 

In the development of dynamic sequences which show how in- 
come moves from one level of equilibrium to another, or how 
equilibrium in the circular flow is restored after a temporary dis- 
turbance, both the expenditure lag and the output lag have been 
widely employed. The expenditure lag is usually associated with 
the work of Professor D. H. Robertson, who introduced the con- 
cept of a consumption “day.” Robertson defined his “day” in 
such a way that consumption expenditures of any given day 
depend upon the amount of income received in the preceding 
day . 5 In other words, he assumed a lag of one day in the expendi- 
ture of income behind its receipt. 

8 D. H. Robertson, Banking Policy and the Price Level, p. 59. 
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After the publication of The General Theory, the Robertson 
sequence was frequently used to depict the multiplier as the limit 
of a sequence of expenditures in successive income periods. 6 In 
these illustrative examples, the time interval was divided into con- 
sumption periods, and it was assumed that all consumers plan 
their expenditures for a given period on the basis of the income 
which they receive in the preceding period. In other words, a lag 
of one unit period was assumed in consumers’ expenditures — 
compared with income receipts. The amount of net investment 
during a given expenditure period was assumed to depend upon 
independent influences, such as the rate of technological change, 
the nature of competition, etc. National income for a given period 
was then computed by adding consumption expenditures of that 
period to investment of the same period. Thus, it was implied 
that output of consumers’ goods during a particular expenditure 
period is equal to sales of consumers’ goods in the same period. 
No allowance was made, in other words, for a lag in output be- 
hind sales; if any such lag existed at all, it was either explicitly or 
implicitly assumed to be quite short relative to the length of the 
consumers’ expenditure lag. The final assumption of the Robert- 
son sequence was that income payments of a given expenditure 
period depend upon national income of the same period. This 
assumption is equivalent to stating that the lag in distribution of 
business profits is negligible, compared with the expenditure 
period. 

Since the output lag is negligible in the Robertson sequence, 
there are no unintended increases or decreases of inventories to 
be taken into account. Intended investment within a particular 
expenditure period is thus equal to actual investment, and any 
discrepancy between intended saving and intended investment 

6 A few examples may be cited: (i) D. H. Robertson, u Some Notes on Mr. 
Keynes’ Theory of Employment,” Quarterly Journal of Economics, VoL 51, 
November, 1936, pp. 168-197; (2) F. Machlup, “Period Analysis and Multiplier 
Theory,” Quarterly Journal of Economics , VoL 54, November, 1939, pp. 1-27; 
(3) A. H. Hansen, Fiscal Policy and Business Cycles ? New York, 1941, p. 273. 
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must be attributable to unintended components of saving. 

The second important lag in the circular flow of income — the 
lag in output behind a change in sales — was first used as the basis 
of a dynamic sequence by Mr. Erik Lundberg. Instead of divid- 
ing the time-interval into expenditure periods, as Robertson had 
done, Lundberg conceived of a series of production-planning 
periods . 7 He assumed that the level of output for any given plan- 
ning period is determined at the beginning of the period and 
remains unchanged until the beginning of the next period. If 
sales differ from the planned level of output, the' difference is 
assumed to be met by an appropriate adjustment of inventories. 
The planned level of output at the beginning of each planning 
period is assumed, in Lundberg’s system, to be governed by the 
past level of sales, and by requirements for inventory purposes. 
If business inventories are below the level which producers regard 
as normal, for example, planned output will include not only an 
amount sufficient to cover expected sales, but also an additional 
amount calculated to bring stocks up to a normal level. If inven- 
tories are abnormally high, on the other hand, it is assumed in 
the Lundberg system that producers as a group will plan to pro- 
duce less than they expect to sell. Consumers’ expenditures during 
a given planning period are assumed to depend solely upon the 
level of income produced, and hence upon the amount of income 
payments, within the same planning period. Lundberg thus as- 
sumes that both the expenditure lag and the lag in the distribution 
of profits are short, relative to the length of the lag in output be- 
hind a change in sales. 

With the Lundberg system, it may be shown that when the 
equilibrium of an economy is disturbed, income always approaches 
its new equilibrium in a series of oscillations. This sequence has 
been used, in fact, as the basis for a theory of inventory cycles . 8 

7 ET. Lundberg, Studies in the Theory of Economic Expansion, London, 1937, 
Chapter 9. 

8 L. A. Metzler, “The Nature and Stability of Inventory Cycles,” Review of 
Economic Statistics, Vol. 23, August, 1941, pp. 1 13-129. 
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It is not my purpose here to discuss inventory cycles, however, 
but simply to indicate the relation of the Lundberg sequence to 
the saving-investment controversy. 

Since consumers’ expenditures within a given production-plan- 
ning period are assumed to depend entirely upon income pro- 
duced, and income payments, of the same period, it follows that 
if we are looking at the components of income for any past 
planning period, actual saving and intended saving must be the 
same. That is, the amount of earnings which households and busi- 
ness units save during a given planning period are the same, in 
the Lundberg sequence, as the amounts which they would save if 
the given level of output and income were maintained over a 
longer period. From this it follows that any difference between 
intended saving and intended investment in a given planning pe- 
riod must be attributable to unintended components of investment. 
These unintended changes of investment take the form of move- 
ments of business stocks, which occur when there are discrepan- 
cies between planned production and the level of consumers’ 
expenditures. 

From the foregoing description of the Robertson and Lund- 
berg models, it is evident that the latter is the complete converse 
of the former. Lundberg assumes that the time-interval between 
receipt of income and its expenditure is short, relative to the in- 
terval between a change in sales and a change in output. Robert- 
son, on the other hand, assumes that consumers’ expenditure lags 
behind income, and that within a given expenditure period, out- 
put responds immediately to a change in sales. Both dynamic 
systems assume that the lag in the distribution of business profits 
is negligible. The difference between the two systems thus hinges 
entirely upon the length of the output lag relative to the expendi- 
ture lag. 

It is obvious that neither the Robertson sequence nor the Lund- 
berg sequence is sufficiently complex to provide anything like a 
complete explanation of fluctuations of income, even if the major 
factors in investment decisions are known. When income is rising 
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or falling, unintended elements will normally be found in both 
saving and investment. Nevertheless, if one of the two major lags 
in the circular flow is large, relative to the other, the discrepancy 
between intended investment and intended saving in periods of 
fluctuating income may be attributable predominantly to one 
side or the other of the saving-investment equation. Statistical 
evidence concerning the size of these two lags, as well as evidence 
concerning the lag in the distribution of business profits, is pre- 
sented in the section which follows. 

m 

IV. RELATIVE LENGTHS OF THE THREE LAGS 

Although the lag in expenditures behind income payments has 
been widely employed in dynamic economics, few attempts have 
been made to determine its length empirically. This is largely 
attributable to the fact that most empirical expenditure studies 
have been divorced from dynamic economic theory. Empirical 
consumption functions have been investigated by one group of 
economists while the dynamic theory of income was being studied 
by another, and few attempts have been made at integration. Had 
economists tested their theories more carefully against statistics 
of income and expenditure, it seems doubtful that the expenditure 
lag would have survived for so long as a central feature of dynamic 
economics. Data for the United States, at any rate, indicate that 
the lag in consumption expenditure is probably insignificant, rela- 
tive to the lag in output behind sales. 

Most of the studies of the consumption function during the 
inter-war period have been based upon statistics of annual income 
and expenditures. These have shown that consumers’ expendi- 
tures seem to depend, without a significant lag, upon income of 
the current year. 9 This, of course, does not constitute a decisive 
proof that the lag in expenditure is insignificant, for the empirical 

9 L. R. Klein, A Macro-Economic System, USA. , 1921-1941 (mimeographed 
paper of the Cowles Commission for Research in Economics), pp. A2-A3; A. 
Smithies, “Forecasting Postwar Demand: I,” Econometric a, Vol. 13, January, 
1945, p. 4; J. L. Mosaic, “Forecasting Postwar Demand: III,” Econometric a, Vol. 
13, January, 1945, p. 33. 
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consumption functions were based upon annual data, and monthly 
or quarterly figures of income and expenditures might conceiv- 
ably show a different result. Even with quarterly data, however, 
surprisingly little evidence of a consumption lag may be found. 
In Figure I, consumption, by quarters, is compared with income 
payments for the period 1929 to 1938. All figures are in terms of 
1929 prices, and both series are corrected for seasonal variation. 
The chart shows that, within a given quarter, consumption seems 
to be dependent largely upon income of the same quarter. In 
other words,* the lag in consumption behind income payments 
is considerably less than three months. In 1929, for example, the 
decline in consumption occurred at the same time that income 
payments declined. Likewise, in 1933 the turning point at the 
bottom of the depression occurred in the same quarter for both 
consumption and income payments. Except for the beginning of 
the 1937-38 depression, the turning point of consumption coin- 
cided with the turning point of income payments throughout the 
entire period 1929-1938. No persistent lag in consumption is 
evident in the quarterly data. 

The apparent absence of a consumption lag is shown, in a dif- 
ferent way, in Figure II. The first part of the chart is a scatter 
diagram of quarterly consumption plotted against quarterly in- 
come payments, without lag. It represents the quarterly consump- 
tion function on the assumption that the lag in consumption is 
small, relative to a three-month period. In the second part of the 
chart, consumption during each quarter is plotted against income 
payments of the preceding quarter. This would be the quarterly 
consumption function if one assumed that expenditures for con- 
sumption lagged one quarter behind income payments. It is appar- 
ent from the chart, however, that such an assumption is inad- 
missible; a much better relation is obtained from the unlagged 
data than from the lagged data. From these figures it seems rea- 
sonable to conclude that if a lag in consumption exists, it is either 
short, relative to the quarterly interval, or it applies only to a 
small part of total consumption. 
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Empirically, the size of the second type of lag — the lag in out- 
put behind a change in sales — is somewhat more difficult to deter- 
mine. If such a lag exists, it should be observable in the movement 
of business stocks. Thus, at the top of the prosperity phase of a 
cycle, when sales begin to decline, one should expect that output, 
for a time, would exceed sales, and inventories would increase. 
A rise of business stocks after the close of a period of rising income 
is therefore prima facie evidence of a lag in output. 10 It is not 
conclusive evidence, however, for the increase in stocks may not 
be the result of business inertia but simply an intended increase 
for speculative or other reasons. No method exists for separating 
these intended changes in inventories from the changes which 
result from a temporary discrepancy between sales and output. 
Nevertheless, it is possible to find a number of examples, in the 
period 1921-1938, when it seems very improbable that a particu- 
lar movement of inventories was an intended movement. In these 
cases, the best explanation of the inventory fluctuation is the 
presence of a lag in output behind sales. 

Quarterly figures of net national product and of the total of 
manufacturers’ and retailers’ inventories are plotted in Figure III. 
Manufacturers’ and retailers’ inventories are here used to represent 
all business stocks, since comparable quarterly data for whole- 
sale inventories are not available. The most striking example of 
a lag in output for the years shown in the chart is the period im- 
mediately following the downturn of 1929. Although national 
income began to fall in the fourth quarter of 1929, inventories 
continued to rise until the fourth quarter of 1930. While a small 
part of the rise in inventories may have been an intended increase 
for speculative purposes, it seems highly probable that most of 
the increase was a result of the failure of businessmen to adjust 
output to the sharp decline in sales. The year 1930 was a year of 
rapidly falling prices, and in this pessimistic atmosphere few busi- 

10 Similarly, a decline in business stocks, at the bottom of the depression, after 
income has begun to rise, is evidence that producers have not adjusted their plans 
to the rise of sales. 
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ness men could have been expected to increase their stocks in the 
hope of speculative gains. On the contrary, most of them would 
probably have been delighted to reduce their stocks below the 
1929 level. Thus the statistics for 1929 and 1930 provide strong 
evidence of a substantial lag in output behind sales. 

Less striking but none-the-less important indications of the 
output lag may be found in the decade of the twenties. The rise of 
income which began in 1921 was brought to a temporary halt in 
the middle of 1923. But despite the ensuing mild depression of 
late 1923 and 1924, business stocks continued to increase through- 
out most of the year 1924. Again it seems doubtful that the increase 
in stocks was an intended increase, for the period was one of 
generally falling prices when business expectations must have 
been pessimistic. Thus, between the second quarter of 1923 and 
the second quarter of 1924 the index of wholesale priqes declined 
from 102 to 96. 11 

Other examples of the output lag may be found in Figure III, 
but the ones mentioned are sufficient to illustrate the significance 
of this lag. 12 It is apparent, from a comparison of Figure III with 
Figure I, that the output lag is more pronounced than the expendi- 
ture lag. The lag in consumers’ expenditures behind income pay- 
ments cannot be discerned in the quarterly data, whereas the lag 
in output behind sales is strongly indicated, if not decisively dem- 
onstrated, by quarterly statistics of net national product and in- 
ventories. Although wholesale inventory statistics, if available, 
might alter the results somewhat, it is doubtful whether they 
would completely change the picture presented in Figure III, for 
the changes in wholesale inventories are small, relative to the 
changes in all business inventories. 13 The combination of retail 

11 U.S. Dept, of Labor, index of wholesale prices. 

12 The output lag is more pronounced in the period 1921-1930 than in the 
later years of the inter-war period. The absence of the lag in the decade of the 
thirties is probably attributable to speculation in business stocks. This matter* 
however, will be discussed more fully in a later paper. 

13 Annual figures for changes in wholesale, retail, and manufacturers’ inven- 
tories may be derived from Harold Barger’s Outlay and Income in the United 
States , 1921-38, New York, 1940, Table 34 of Appendix C. These figures show 
that, in the years when the movements of total inventories were substantial, die 
change of wholesale inventories constituted 10 to 25 per cent of the change in all 
business inventories. 
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* Sources of data and methods of computation are given in the notes at the end of the chapter, p. 32. 
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and manufacturers’ inventories shown in Figure III comprises the 
predominant part of business stocks. 

Empirical evidence concerning the third lag in the circular 
flow — the lag in the distribution of profits — is difficult to obtain, 
since several of the statistical series necessary for this purpose have 
not been published. Data for dividend payments, for example, are 
available only on an annual basis. Even more serious is the lack 
of information regarding the disposition of the profits of unincor- 
porated business units; in the Department of Commerce statistics 
of non-corporate profits, no distinction is made between the total 
amount of such profits and the amounts withdrawn as personal 
income by entrepreneurs. With these gaps in our information, it 
is obviously impossible to determine, by direct means, whether 
the distribution of business profits lags behind their earning. It 
will be necessary, instead, to present partial information, and to 
infer, from other information, whether the lag is likely to be 
an important factor in the circular flow of income. 

Consider first the relation between profits and the distribution 
of profits for the incorporated part of the economy. Corporate 
profits and dividend payments, on an annual basis, are presented 
in Figure IV for the years 1929-1938. Although the time-interval 
for these data (one year) is too long to reveal accurately the rela- 
tion in which we are interested, the chart nevertheless contains 
some evidence of a lag in dividend payments behind corporate 
profits. At the bottom of the depression, for example, the low 
point of corporate profits occurred in 1932, whereas the low 
point of dividend payments occurred in 1933. Except for the 
bottom of the depression, however, the turning point of dividend 
payments appears to coincide with the turning point of profits, 
at least so far as these turning points are revealed by the annual 
data. This, of course, does not preclude the possibility that a lag 
may be present that is obscured in the annual data. 

Much more significant than the suggestion of a lag is the pic- 
ture which the chart presents of the stabilizing influence of 
dividend payments. Quite apart from the lag, the cyclical fluctua- 
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tions of dividend payments are decidedly smaller than the fluctua- 
tions of corporate profits. This means that in periods of rising ,or 
falling income a part of the increase or decrease in the value of 
total output is not passed on in the form of income to households, 
but is permanently absorbed by the business units. Between 1929 


BILLIONS OF DOLLARS 


CORPORATE PROFITS AND DIVIDENDS 



and 1932, for example, corporate profits declined from 7.2 bil- 
lion dollars to —3.6 billion dollars, a total decline of 10.8 billions. 
The decline of dividend payments, by contrast, was 3.7 billion 
dollars, or slightly more than one-third of the decline in profits. 
In the subsequent economic expansion of 1932-1937, the increase 
in corporate profits was approximately 7.6 billion dollars, com- 
pared with an increase of 2.6 billions in dividend payments. 

In view of the small amplitude of fluctuations in dividend pay- 
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ments, relative to fluctuations of corporate profits, the exact 
length of the lag in dividend payments is perhaps not a matter of 
great importance. Since a large part of the fluctuations in corporate 
profits are never reflected in income payments to households, 
slight changes in the timing of the relatively smaller fluctuations 
in dividend payments will probably not have an appreciable 
effect upon the circular flow of income. In other words, the pro- 
pensity of corporations to save is a more important regulator of 
the circular flow of income than the lag in dividend payments. 
This meansthat the error from ignoring the lag in dividend pay- 
ments will probably be small, and that for certain problems of 
business cycles, dividends, along with other income payments, 
may conveniently be regarded as depending upon the current 
level of output. Whether this is also true of the distribution of 
non-corporate profits can be determined only when additional 
data are available. 


V. CONCLUSIONS 

The principal conclusion to be drawn from the preceding dis- 
cussion is that the lag in consumers’ expenditures is short, relative 
to the lag in output. Although some evidence of a lag in dividend 
payments is apparent, in addition to the output lag, the influence 
of this earnings lag on the circular flow is reduced by the high 
propensity of business units to save. These results mean that if 
one examines the saving and investment components of national 
income during periods of fluctuating income and employment, 
the discrepancy between intended saving and intended invest- 
ment will usually be found to be due largely to unintended changes 
in investment, rather than to unintended changes in saving. In 
other words, it seems probable that unforeseen or unexpected 
changes in business inventories are the principal factor which 
equalizes actual saving and actual investment in periods when the 
discrepancies between intended saving and intended investment 
are large. 

If this conclusion is correct, a reconsideration of dynamic eco- 
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nomic systems in which unintended saving plays a dominant part 
would seem to be in order. Such systems do not appear to be in 
accord with the facts of American economic life. While no sim- 
ple dynamic system, such as the sequence of Professor Robertson 
or that of Mr. Lundberg, can ever be an accurate representation 
of the complex events which comprise business cycles, the statis- 
tics presented above suggest that the Lundberg sequence is prob- 
ably more realistic, as a first approximation, than the sequence 
which depends upon a lag in consumption. In other words, the 
consumption “day,” which played such a prominent part in early 
explanations of the multiplier, is not, from an empirical point of 
view, a particularly useful concept. 

The fact that the household-expenditure lag is short, relative 
to the lag in output, is important from the point of view of 
business cycle theory, for it provides an empirical foundation for 
the theory of inventory cycles. With a circular flow mechanism 
such as that postulated by Lundberg, it is easily shown that dis- 
turbances in the level of income create a series of cycles of dimin- 
ishing amplitude. These cycles are inherent in the structure of 
production and sales, and for this reason might be regarded, in the 
traditional way, as endogenous cycles. Although they depend 
upon an initial impulse or disturbance to get them started, they 
are self -propagating once they are started. In the years since 
the presentation of the theory of employment, there has been 
a tendency to neglect such self -propagating or internal cycles, and 
to assume, for the most part, that observed movements of income 
represent a sort of moving equilibrium defined by the propensity 
to consume and the amount of autonomous investment. With this 
conception, the important determinant of economic fluctuations 
is the movement of autonomous investment; fluctuations of in- 
come are simply an expanded reflection of the change in the basic 
investment series, or the marginal efficiency of capital. 

Although it is no doubt true that changes of long-run invest- 
ment account for the major fluctuations of economic activity, 
considerable evidence is accumulating to suggest that the shorter 
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and less violent fluctuations may be internal or endogenous cycles* 
If so, the output lag discussed above assumes an increasing im- 
portance, for it is the basis of at least one theory of short-run 
fluctuations. 

SOURCES AND METHODS OF COMPUTATION OF DATA 

FIGURE I 

(1) Consumption data from Harold Barger, Outlay and Income in the 
United States , 1921-1998, New York, 1940, Table 9, page 93. Barger's 
figures, in current prices, were deflated by the Bureau of Labor Statistics 
index of retail prices. Since the B.L.S. index has been compiled only semi- 
annually for some years, it was necessary to interpolate for these years. 
(See U.S. Dept, of Labor, Changes in Cost of Living in Large Cities in 
the United States , 1913-41, Bulletin No. 699, Washington, D.C., 1941.) 

(2) Income payments data are U.S. Department of Commerce series 
for income payments, deflated by B.L.S. index of retail prices. The recent 
revisions which the Department of Commerce made in its statistics of 
national income were published too late to be included in this study, and 
the data of income payments are accordingly the unrevised estimates. 
(For revised data, see National income Supplement to Survey of Current 
Business , July 1947.) 

FIGURE II 

Sources same as for Figure I. 
figure in 

(1) Net national product figures were derived from Harold Barger, 
op. c it . y Table 11, pp. 114-119. Figures for net outlay (or product) in 
current prices were deflated by Kuznets’ implicit price index interpolated 
from an annual to a quarterly basis. 

(2) Inventory data were also derived from Barger, op. cit., Appendix C. 
Retail inventories were obtained from his Table 34, page 325. Manu- 
facturers' inventories for the period 1929-1938 were obtained directly 
from Table 33. For the period 1921-1928, the Barger figures for inventories 
of six manufacturing groups (Table 31) were adjusted upward to agree 
with the Kuznets’ year-end statistics by straight-line interpolations. (See 
S. Kuznets, Commodity Flow and Capital Formation , Tables VII- VIII.) 
The figures were then adjusted for seasonal variation by the link-relative 
method. 

figure iv 

Source, U.S. Dept, of Commerce national income statistics, reprinted in 
Federal Reserve Bulletin . As in Figure I, the statistics used in this figure 
are the unrevised data. 
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The maintenance of full employment requires a steady flow of 
new investment. As a matter of fact, there are good reasons to 
believe that a constant level of investment, however high, will 
not suffice; as our productive capacity expands as a result of 
growth of population, technological progress, and accumulation 
of capital, unemployment will develop unless income grows as 
capacity expands. And if the propensity to save does not fall — 
and, barring drastic government interference, we have no reasons 
as yet to expect such a fall — an ever increasing stream of invest- 
ment will be needed as well . 1 

Where can this stream of investment be expected to come from? 
This question forms the subject matter of the present paper. Be- 
fore we begin looking for an answer, two qualifications should 
be made. The first is that we have here in mind a private capitalist 
economy in which government plays a rather subordinate part. 
We are really interested in the sources of private investment un- 
dertaken by business firms without direct stimuli from the govern- 
ment. Secondly, we shall speak about net investment, i.e., invest- 
ment over and above depreciation. Even though such an approach 
lacks precision due to the difficulty of defining depreciation, it 

i The problem of growth is discussed in my paper, “Expansion and Employ- 
ment,” American Economic Review , Vol. XXXVII (March, 1947), pp. 34—55- 
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will nevertheless be more useful in bringing out the essential 
points of the argument . 2 

The paper consists of five sections. Sections I and II deal with 
spontaneous investment , i.e., investment which does not basically 
depend on a rise in national income. This investment is contrasted 
with another type which is directly induced by rising income. 
This type is taken up in Section III. Section IV contains some 
suggestions regarding the effects of monopolies (in a broad sense) 
on investment, and Section V presents the concluding remarks. 

I. SPONTANEOUS INVESTMENT TECHNOLOGICAL 

PROGRESS AND DISCOVERY OF NEW RESOURCES 

Hardly any present-day economist will dismiss the problem of 
investment outlets by saying that an appropriate reduction of the 
interest rate will automatically provide all the investment we 
need. Recent studies, both theoretical and empirical, have shown 
that, with the exception of very long term investments (such as 
buildings), variations in interest rates do not play a significant 
role . 3 If we envisage what may be called a typical firm in our 
capitalist economy, we shall find that after it has adjusted itself 
to the demand for its products and to the costs of labor and raw 
materials, and built an optimum-sized plant, it has no reason to 
invest any more, over and above depreciation. An economy in 
which all firms are in this position of equilibrium is an econ- 
omy of zero net investment. If this happens in our society, we 
may expect to have an unprecedented amount of unemploy- 
ment. 

2 In a few places, an attempt to define depreciation might be of some help. 
We shall mean by it the cost of replacement of a depreciated asset by another' 
one of equal productive capacity. The purpose of this definition, which is about 
as bad or as good as any other one, is to emphasize the connection between net 
investment and an increase in capacity. 

8 See, for instance, P. W. S. Andrews, “A Further Inquiry into the Effects of 
Rates of Interest,” Oxford Econoinic Papers , No. 3 (Feb. 1940), pp. 32-73; and 
G. L. S. Shackle, u Interest~Rates and the Pace of Investment,” The Economic 
Journal, Vol. LVI (March 1946), pp. 1-17. Also, see the paper by Richard A. 
Musgrave, p. 220, in this volume. 
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From this it follows that net investment will not be forthcoming 
unless certain changes take place. Following Professor Hansen, 
we may distinguish two sets of these changes: 4 (i) spontaneous 
changes, such as technological progress, discovery of new re- 
sources, aggressive competition, etc., which do not essentially 
depend on a preceding rise in national income; (2) induced 
changes directly caused by a preceding rise in income. 

The number and variety of spontaneous changes which may 
give rise to investment is undoubtedly very great. We shall con- 
centrate on a few important classes. The role and importance of 
technological progress, discovery of new resources, and popula- 
tion growth have been analyzed at some length by Professor 
Hansen, and there is no need to go over his work here. I would 
like to emphasize that these developments should be interpreted 
not in the “must” but in the “may” sense: a new product or a new 
resource may give rise to investment. Some such disturbance is a 
necessary condition for creating an investment outlet, but it is by 
no means a sufficient condition. 

Technological progress can affect a given firm in three ways: 
(1) by offering a new method of production, (2) by creating a 
new product, and (3) by increasing the demand for its products 
or supply of raw materials as a result of a primary technological 
change that has occurred in another firm or industry. We shall 
consider these three possibilities in turn. 

(1) The new production method may require a mere read- 
justment of existing plant and equipment with a very small amount 
of new investment. In such a case, its primary effects, as a creator 
of investment opportunity, are nil, but the drop in costs, if fol- 
lowed by a reduction in prices, will lead to greater output which 
may require new investment. Much will of course depend on the 
intensity of competition in the industry concerned and on the 
elasticity of demand for its product. 

A more typical case arises when the change in the method of 

4 See his Fiscal Policy and the Business Cycle (New York, 1941), Part Three, 
and particularly pp. 287 and 297. 


35 


Evsey D. Do?nar 

production takes the form of a new and superior instrument of 
production, such as a machine. But its superior qualities do not at 
all guarantee that it will be immediately installed. Against the 
profit which this new machine can be expected to bring, our firm 
has to weigh the loss from scrapping its existing equipment. Just 
when the installation of the new machine will be found worth- 
while is a rather complex problem . 5 A few remarks will have to 
suffice here. 

Very much will depend on the structure of the industry and 
on the position of the firm in the industry. If the industry is char- 
acterized by intense (though by no means pure) competition, 
and other firms have already adopted the new machine or are 
likely to do so in the near future and thus possibly outsell our 
firm, then the loss sustained from scrapping its existing equip- 
ment becomes an accomplished fact. It is written off, and from 
then on our firm behaves as if it never owned the scrapped plant, 
as if it were a new firm just entering the industry. 

The size of the firm’s output relative to that of its industry is 
also of major importance. If our firm commands a small part of 
the total market (for products of that type), then the introduc- 
tion of the new machine may become particularly attractive as 
an instrument for underselling other firms and capturing their 
markets. Then the loss sustained from scrapping the old plant will 
appear negligible in comparison with profits expected from such 
a conquest. A new firm would have a whole world to conquer. 
On the other hand, if our firm already possesses a sizeable part, 
if not all, of the market, then there isn’t much to conquer, and 
the loss from scrapping bulks large. 

It is perfectly natural for each firm to try to minimize losses 
from scrapping, and therefore to postpone the acquisition of new 
machinery until the existing machinery has considerably de- 

5 Professor Kuznets shows that the greater the expected demand for the 
firm’s product, the sooner will it pay it to replace old machinery by new. See 
his very interesting article, “Relation Between Capital Goods" and Finished 
Products in the Business Cycle,” in Economic Essays in Honor of Wesley Clair 
Mitchell (New York, 1935), pp. 209-267. 
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predated. But if all firms act in this manner, the results for the 
economy as a whole may be very sad, since investment financed 
merely from depreciation reserves is not net investment . 8 Thus 
to the extent that firms succeed in avoiding scrapping losses and 
in utilizing depreciation reserves to improve their methods of 
production, an important outlet for investment dries up. Tech- 
nological progress does not result then in new investment. And 
as we have seen above, the less competitive an industry is, the 
more likely is this development to take place. 

(2) Technological progress which takes the form of a new 
product or a substantial improvement of an existing one (the 
difference being merely that of degree) raises exactly the same 
problems. As in the preceding case, the new product may not 
require any new investment. If it does require new investment, 
the firm’s attitude to it will depend to a great extent on whether or 
not the new product can be used as a close substitute for another 
one put out by the firm. If the new product is such a substitute, 
then the firm has to face the unpleasant fact that it is likely to 
eliminate the market for the old one, and thus lead to capital losses 
from scrapping, just as in the preceding case. Again the structure 
of industry and the size of the firm’s market relative to the total 
are of importance. In a highly competitive industry, postponement 
of the change to the new product (until equipment producing the 
old one is considerably depreciated) may be dangerous, because 
other firms may make an earlier start and capture our firm’s 
market . 7 Also, if our firm has commanded a small part of the total 
market, the loss from eliminating itself will appear small as com- 
pared with the possible gains from new conquests. And again we 
observe the strategic position of the new firm which has no inter- 
est in preserving the old product and whose actions are not in- 
hibited by possible capital losses. 

6 This is true in a broad sense. The precise meaning of the statement depends 
on the definition of depreciation. 

7 This presupposes that the new product is not patented. But even if it is, 
there is the danger that a close substitute not requiring the given patent may come 
out on the market. 
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(3) Not much need be said about the third effect of technologi- 
cal progress, namely the investment made by a given firm in re- 
sponse to a technological development in another firm or industry. 
Thus aluminum expands because of technological progress and 
expansion of aircraft. This kind of investment has undoubtedly 
been very important. For instance, the expansion of the rubber, 
glass, and steel industries has been greatly stimulated by the in- 
vention and growth of the automobile. 8 If the existence of monop- 
olies retards this kind of investment, it is only because they may 
charge higher prices, a situation by no means desirable, but cer- 
tainly not as bad as that discussed in the preceding two cases. 9 

Before summarizing our findings regarding technological prog- 
res, let us turn to the importance of new resources as a source of 
investment opportunities. The parallel with technological prog- 
ress is so complete that little need be added to our previous dis- 
cussion. The discovery and exploitation of new resources either 
reduces costs of output and thus acts as a new method of produc- 
tion, or it creates a new product. Both effects, which often go to- 
gether, may create conditions favorable for new investment. But 
here again we run into the problem of losses. The new resource, 
whether it be new farm land, or a new deposit of copper, or a new 
stand of timber, cannot help but compete with the products of 
existing resources, the owners of which will react in exactly the 
same manner as they did to technological progress; that is, the 
nearer they are to a monopolistic control, the less they will be 
interested in the immediate utilization of the new resource, and 
the greater will be their opposition to any newcomers. It was 
very fortunate for this country that, throughout the nineteenth 
century, a farmer wanting to take up land, say in Iowa, did not 
have to obtain permission from a New England legislature, who 
would have undoubtedly refused to grant such a permission when- 
ever, in its opinion, the development of Iowa farms depreciated 

8 See Hansen, op. cit, pp. 38, 41, 

9 I say “may charge higher prices” because it cannot be proved that prices 
are higher under monopolistic as compared with competitive conditions, since 
the firms concerned have entirely different cost curves. 

38 


Investment, Losses, and Monopolies 

farm land values in New England, as in fact it did. Or would 
Japan have been industrialized as rapidly as it was if it had been 
a British colony? It can hardly be said that the British government 
of India encouraged the development of local industries which 
might compete with those of Great Britain herself. 

Thus the effect of technological progress and of the discovery 
of new resources on investment depends to a considerable extent 
on our institutional framework, or more exactly on the intensity 
of competition. This is not to say that a monopolistically organized 
industry is necessarily inimical to innovations — witness the vast 
research laboratories maintained by many big corporations. It is 
the ability of monopolies to protect themselves from capital losses 
that is injurious to the economy. They try to postpone invest- 
ment until existing equipment is sufficiently depreciated, and 
thus new technical devices are financed from depreciation re- 
serves, therefore failing to create investment opportunities for 
outside savings . 10 The capital loss which they try to avoid is, 
however, only a potential loss; if new investment comes in large 
quantities, national income will rise and there may be enough room 
for everyone. Then the expected capital loss will fail to mate- 
rialize. But to an individual firm’s mind the loss appears decidedly 
more imminent than the hoped-for-rise in income. Under the un- 
stable conditions of a capitalist economy, no other reasoning can 
be expected. We shall return to this question in Section IV. 

II. SPONTANEOUS INVESTMENT — COMPETITION, 
POPULATION GROWTH, AND A FEW OTHERS 

In the preceding section we have established that whether or not 
new investment opportunities will arise as a result of technologi- 
cal progress and the discovery of new resources depends to a 
considerable extent on the intensity of competition in the in- 
dustry concerned. This intensity, or perhaps we should say, 

10 1 do not claim any originality for these conclusions. They have been stated 
a number of times. See, for instance, Hansen, op cit pp. 363-364, and Paul M. 
Sweezy, The Theory of Capitalist Development (New York, 1942), pp. 276-277, 
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aggressiveness, of competition is so essential a factor affecting 
investment that we may classify it, even at the expense of logical 
consistency, as a separate source of spontaneous investment. Its 
importance is by no means limited by the two cases we have dis- 
cussed. Aggressive competition makes firms lower their prices 
to capture new markets (at the expense of other firms), and this 
may lead to additional investment by the expanding firm. It also 
makes unused capacity, so frequent in a capitalist economy, less 
of a threat to new investment; the fact that some firms are not 
operating at ‘capacity does not prevent others from going ahead 
and expanding, often at the expense of other firms, who may 
therefore suffer a loss. Indeed, losses inflicted by one firm on an- 
other form the very essence of competition, though, as was argued 
above, this loss is of a potential nature and may be eliminated by 
a sufficient rise in national income. But if all firms, by force or 
agreement, are able to protect themselves from this potential loss, 
aggressive competition becomes impossible. 

Of the various forms of this competition, one deserves particu- 
lar attention — the emergence of a new firm. For our purpose, the 
most essential characteristic of a new firm is not its legal newness, 
but the fact that it has no investment as yet in a given field. If an 
existing firm opens up another department to enter a new field, 
that department is also “new” from our point of view. Not having 
any investment of a given type, the new firm is of course free 
from excess capacity; it therefore can go ahead without waiting 
until its excess capacity is eliminated by a rise in demand or by 
depreciation. We have noted above that the new firm is,, more 
willing to adopt new technical devices or to exploit a new resource, 
because by its very nature it has no capital equipment, and there- 
fore cannot suffer a loss from scrapping it. The gains it expects 
from a given venture are net gains; the possible losses are suffered 
by other businesses, and thus need not inhibit the new firm. All 
this holds true regarding any venture, not necessarily associated 
with technological or other change; but the possession of a new 
technical device or the discovery of a new resource provides 
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the new firm with a weapon to break through and to get estab- 
lished . 11 In general, the odds are heavily weighted against a 
newcomer. 

There is little doubt that the emergence and development of 
new firms, new combinations of management, labor, and capital, 
are extremely essential not only for investment, but also for the 
very process of industrial progress in a capitalist society, just as 
the sprouting and growth of new trees are vital for the healthy 
growth of a forest; old, well-established units sooner or later be- 
come stale and degenerate. But very little is done by our society 
to help the new firm, and some of our tax laws definitely discrim- 
inate against it . 12 

Before finishing our discussion of spontaneous investment, a 
few words should be said about the role of population growth, 
speculation, and various sporadic changes. The growth of popu- 
lation affects investment outlets not only by increasing the num- 
ber of consumers, but also by providing a larger labor force. In 
such fields as housing and public utilities population growth un- 
doubtedly calls forth additional investment. The argument so 
often advanced that what matters is the total purchasing power 
rather than the number of persons possessing it, omits the fact 
that if a new family needs a place to live it may build a house by 
taking out a mortgage. Similarly, public utilities take it for granted 
that new families will use gas and electricity, and they may, 

11 It should be recognized here that a monopoly on the new device (i.e., patent) 
may be necessary to enable the new firm (or, in general, any small firm) to make 
the start. Otherwise it may be easily tramped down by existing giants. This 
point is made by Professor Schumpeter in his Capitalism, Socialism, and De- 
mocracy (New York, 1942), pp. 88-92. We should distinguish, however, between 
such temporary monopolies which are needed for investment and the more gen- 
eral monopolistic practices which stifle expansion. 

12 1 am referring to the loss carry-back and carry-forward provisions of our 
corporation income taxes which allow existing corporations to share their 
losses with the Treasury, while the newcomer, having no past income for a 
carry-back and often no future income (if it does not survive its loss) for a 
carry-forward, has to bear the whole burden of the loss. For a more thorough 
discussion of this problem see E. D. Domar and R. A. Musgrave, ‘‘Proportional 
Income Taxation and Risk Taking,” Quarterly Journal of Economics , Vol. LVIII 
(May, 1944), pp. 388-422. Also see the paper by C. Brown, p. 300, in this volume. 
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therefore, expand their plants in advance of increasing demand. 

The growth of the labor force has a dual effect on investment. 
On the one hand, it prevents an over-accumulation of capital in 
the sense of capital becoming too abundant relative to labor. To 
the individual firm this takes the form of a slower rise in wages 
than would otherwise be the case. As a result, the firm may expect 
a higher yield from its investment, and therefore invest more. 
But on the other hand, lower wages discourage the introduction 
of labor-saving devices, which form an important element of total 
investment. A proper analysis of these conflicting tendencies can- 
not be undertaken in a few paragraphs. My own feeling is that the 
growth of the labor force encourages rather than discourages in- 
vestment. 13 What would the capital wealth of this country be to- 
day if our population had been frozen at the 1 800 level of some five 
millions? And yet, on the other hand, a 35-million population in- 
crease in India (between 1931 and 1941) has had hardly any fa- 
vorable effects on investment opportunities in that country. In 
any event, whatever the effects of population growth on invest- 
ment have been in the United States, this growth itself is largely a 
thing of the past. Much investment from this source can hardly be 
expected in the future. 

When an economy has experienced a rapid rate of growth over 
a period of years, such growth may begin to be taken for granted. 
Under these conditions, investment may be undertaken, not in 
response to a specific technical device or a new resource, but sim- 
ply in anticipation of a rising demand, even though the latter has 
not actually occurred. 14 Investment of this type is essentially 
speculative although an element of speculation is of course present 
in investment of any kind. In the nineteenth century and perhaps 
in the first quarter of the twentieth, investment in anticipation of 

13 It should be pointed out that we are concerned here only with the prob- 
lem of whether a larger labor force leads to more investment in the absolute • 
sense. Our discussion does not imply that so much more investment will be 
undertaken as to reduce unemployment below where it would be without the- 
growth in the labor force. That is a separate problem not touched upon here. 

14 This property distinguishes this kind or investment from the induced type 
(discussed in Section III), brought about by an actual rise in national income. 
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rising demand played an important role; many of our railroads 
were built well ahead of demand for traffic. Under present condi- 
tions, however, it would be hard to convince businessmen (in the 
absence of a positive guarantee from the government) that they 
should make substantial investments in anticipation of a rising de- 
mand. They will prefer to wait and see what happens. There may 
be other reasons for speculative investment, such as expectations 
of rising prices, but, while they may be of importance during a 
recovery, we should not expect too much from these sources over 
a longer period of time. * 

Finally, our economy is subject to all sorts of sporadic changes, 
such as new tastes and habits, movements (not growth) of popula- 
tion, and so on, which may give rise to investment. We should, 
however, be careful not to engage in double counting, since sig- 
nificant changes in tastes and habits are due, to a great extent, to 
technological progress. We might have discussed another very 
important investment outlet — net export balance — but the latter 
really belongs to the realm of international trade, and in the pres- 
ent state of world affairs is not likely to achieve considerable mag- 
nitude without active government interference. Since the present 
paper deals only with private investment, it would be inappropri- 
ate to discuss a government-financed export surplus. 

The common characteristic of all the types of investment dis- 
cussed so far is their spontaneity, in the sense that they do not 
basically depend on a current rise in national income. Income may 
remain constant or even fall, and still some spontaneous invest- 
ment will take place. Similarly, the presence of unused capacity 
is not a great obstacle to investment of these types. On the other 
hand, spontaneous investment cannot be treated as a random 
variable. It does not take place in a vacuum, but is affected, like 
other business decisions, by general economic conditions. New 
products or new machines may appear very promising by them- 
selves, and yet in a year like 1932 their introduction may well be 
postponed. Moreover, many buildings and machines can be 
adapted for new uses; and so, when excess capacity is particularly 
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large, a new firm may simply purchase an existing plant which 
stood idle, instead of building a new one. Even with these qualifi- 
cations, however, it remains true that neither a constant national 
income nor the presence of excess capacity will necessarily deter 
spontaneous investment. This characteristic of spontaneous in- 
vestment is its greatest virtue for a capitalist economy, where a 
rise in income cannot be taken for granted, and where the presence 
of excess capacity is almost a chronic condition. This character- 
istic also makes spontaneous investment very difficult to predict, 
or to express", in general, as a function of the magnitude or the 
rate of change of gross national product, or profits, or some other 
aggregate series. 

As far as future prospects are concerned, our main sources of 
private spontaneous investment will probably come from tech- 
nological changes and aggressiveness of competition, with the size 
of one, net export balance, remaining in doubt. As motives for in- 
vestment, technological changes and aggressive competition over- 
lap and support each other. Without competition, technological 
progress may take the form of a different utilization of deprecia- 
tion reserves, rather than of new investment. Similarly, without 
a new technical device, a new (or an existing) firm may lack a 
weapon to wage the competitive struggle. Thus, technology and 
competition reinforce each other. 

III. INDUCED INVESTMENT 

By induced investment we mean that undertaken directly in 
response to an increase in demand caused by a rise in national 
income . 15 So long as income remains on the same level, however 
high, induced investment does not take place. It is only when in- 
come rises that opportunities for investment of this kind may 
appear . 16 

15 The reader will see that the distinction between spontaneous and induced 
investment, and also among the various kinds of spontaneous investment, is 
analytical rather than real. An investment is usually made for several reasons, 
and an empirical classification would be very difficult:, if not impossible, to make. 

16 Induced investment is made here to depend on a rise in mco?ne rather than 
in consumption. The latter approach, commonly used in economic literature, 
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The notion of induced investment has appeared in economic 
literature many times, particularly in connection with the acceler- 
ation principle. J. M. Clark used it quite early as a partial explana- 
tion of the greater relative fluctuations in producers-goods in- 
dustries, a matter of great importance in the analysis of the busi- 
ness cycle . 17 A whole theory of the business cycle has been built 
around the acceleration principle by Harrod , 18 and Samuelson’s 
analysis of the interaction between the multiplier and the ac- 
celeration principle is of course well known . 19 

In a number of business cycle models, induced investment has 
been treated either as a direct function of an increment of national 
income, or it has been related to such an increment indirectly by 
bringing in profits, changes in capital stock, etc., with all sorts of 
lags . 20 An interesting model of the cycle, based on Samuelson’s 
work, has been constructed by Hubbard, by transforming Samuel- 
son’s constants into numbers of varying magnitudes . 21 And finally, 
the whole idea of pump-priming, so popular in the ’thirties, was 
essentially based on the acceleration principle and induced invest- 
ment. 

Despite its popularity, the approach to the problem of business 
cycles based upon the acceleration principle has always been 
under attack. Some fifteen years ago, Ragnar Frisch proved that 
Clark had overstated his position, and that a slowing down of the 
rate of increase of consumption does not necessarily result in a 

appears to me incorrect, because a rise in demand for producers’ goods may also 
call forth additional investment. 

17 See his “Business Acceleration and the Law of Demand,” Journal of Political 
Economy , Vol. XXV (March, 1917), pp. 217-235; also Strategic Factors in 
Business Cycles (New York, 1935), 

18 R.P. Harrod, The Trade Cycle (Oxford, 1936). 

19 Paul A. Samuelson, “Interactions between the Multiplier Analysis and the 
Principle of Acceleration,” The Review of Economic Statistics , Vol. XXI (May, 
1939), pp. 75-78. Also reprinted in Readings in Business Cycle Theory (Phila- 
delphia, 1944), pp. 261-269. 

20 See, for instance, Michal Kalecki, Essays in the Theory of Economic Fluctu- 
ations (New York, 1939), particularly pp. 116-149; also Stanley Lebergott, “Fore- 
casting the National Product,” American Economic Review , Vol. XXXV 
(March, 1945), pp. 59-80. 

21 Joshua C. Hubbard, “A Model of the Forty-Month or Trade Cycle,” The 
Journal of Political Economy , Vol. L (April, 1942), pp. 197-226. 
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fall in investment . 22 But the most important critical article on the 
subject that I have seen came from Professor Kuznets . 23 He 
showed that as soon as the acceleration principle is tested under 
realistic conditions, such as the presence of unused capacity, and a 
lag between the rise in income and the decisions of entrepreneurs 
to invest, the principle loses much of its charm and force. And, as 
will be shown below, even in the absence of these two factors, a 
rise in income does not necessarily call forth induced investment. 

We shall approach the problem from two points of view: first, 
in terms of aggregate demand, and second, in terms of demand for 
specific products. 

From the aggregate point of view, the issue is fairly clear and 
not much need be said about it. So long as unused capacity exists, 
a rise in income cannot be expected to give rise to induced invest- 
ment. It is only after full capacity has been reached that further 
increments in income may have such an effect. It is not necessary, 
however, to be dogmatic here. Productive capacity, or its unused 
portion, is not a clear-cut concept which can be easily expressed 
by a single number. Also, unused capacity is usually a very spotty 
phenomenon. It is by no means uniformly distributed among firms 
and industries. Induced investment may therefore appear long be- 
fore full capacity is reached, but the exact impact of a rise in in- 
come on investment will depend to a great extent on the character 
of this rise, that is, on the kinds of products demanded, as related 
to the distribution of unused capacity among firms and industries. 
Clearly, however, the examination of aggregate figures alone, 
which can at best show only the over-all or average unused capac- 
ity, is of little help. Depending on the distribution of unused 
capacity, a given rise in income will have entirely different effects 
on investment. 

Even if unused capacity is absent originally, a mere rise in na- 

22 See the controversy between Frisch and Clark in the Journal of Political 
Economy , Vol. XXXIX, (1931), pp. 646-654, 814-816, and VoL XV (1932), pp. 
* 53 - 255 * 6 9 ih 5 93 » <$ 94 * 

23 Kuznets, op. cit. J. Tinbergen in his study also came to rather pessimistic 
conclusions, See his “Statistical Evidence on the Acceleration Principle, n 
Economica, new series, Vol. V (May, 1938), pp. 164-176. 
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tional income does not automatically create opportunities for in- 
duced investment. As income rises, so does investment (barring 
drastic reductions in the propensity to save) ; therefore productive 
capacity increases as well. The need for additional investment will 
appear only if income increases faster than capacity. But how fast 
can capacity be expected to increase? Let the marginal propensity 
to save be equal to, say, 12-15 P er cent. ff full employment is to 
be maintained, this fraction of the increment of income must be 
invested. Now, it is not unreasonable to assume that the average 
dollar invested increases annual (net) productive* capacity by 
some 25-33 cents. Thus the maintenance of full employment will 
assure a growth of productive capacity at a rate equal to 12-15 
per cent times 25-33 P er cent, or by some 4 per cent per year. 24 
We can therefore conclude that opportunities for induced invest- 
ment (on the aggregate level) can be expected to appear only if 
income increases faster than at this rate of 4 per cent. 

At the beginning of the upswing, it can and usually does happen 
that income increases at a rather rapid rate so that opportunities 
for induced investment may appear. The only trouble is that the 
beginning of the upswing is also characterized by substantial ex- 
cess capacity, which makes induced investment less probable. On 
the other hand, excess capacity gradually disappears in the upper 
stage of the upswing; but then, of course, income cannot grow too 
fast without creating an inflation. It thus appears that over a 
period of time, attempts to foster induced investment by having 
income outrun productive capacity may very well keep us un- 
comfortably close to inflationary price rises. We should not forget 
that in the absence of some central planning and an assurance that 
income will actually continue to rise, firms will not expand as soon 
as demand rises. They will rather wait and see whether the rise 
in demand is temporary or not, and meanwhile respond by over- 
time work and — very probably — price increases. If the rise in 
income can, with reasonable precision, be foretold in advance, this 

24 The figures in the text, though not unreasonable, are presented as illustra- 
tions. The whole problem of growth is discussed at a greater length in my paper, 
loc . cit* 
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need not be the case; but such a situation is not likely in a free 
capitalist society. 

An attempt can be made to sidetrack the problem of the effects 
of investment on capacity by assuming — and quite realistically 
for that matter — that the increase in capacity appears with a 
substantial lag, while income is generated at once or with a short 
lag. Thus while the major part of the multiplier effect works itself 
out in a few months, the increase in productive capacity may be 
delayed by a year or two or even more. 26 But too much should not 
be made out of this lag. Even though investments currently made 
may not enlarge productive capacity, those made previously do. 
And against this lag in the increase in productive capacity we 
should also weigh the counteracting fact that firms do not expand 
at the slightest increase in income. They wait and test the perma- 
nency of this increase. And by the time they are ready to act, the 
increase in capacity brought about by new investments is much 
nearer at hand. 

All this on the aggregate level. If we take a step down and look 
at individual firms and industries, new possibilities for induced in- 
vestment may appear. Suppose that both productive capacity and 
national income increase at the required rate, such as the 4 per cent 
mentioned previously. This rate, however, is the average relating 
to the whole economy. It is possible, or even likely, that the de- 
mand for products of some particular firms or industries expands 
faster than their capacity, thus calling forth additional investment 
of the induced type. But we should remember that if capacity in 

26 Quite a number of ingenious business cycle models have been built along 
these lines. See for instance J. Tinbergen, “Annual Survey: Suggestions on Quan- 
titative Business Cycle Theory,” Econometric a, Vol. III (July, 1935), pp. 241- 
308. Particularly attractive is the variation in which the increase in productive 
capacity appears not only with a lag, but is also bunched. Thus if the construc- 
tion of a factory and the installation of equipment take, say, two years, costs 
(wages, salaries, etc.) are paid out gradually over the whole period, while 
capacity remains constant for two years and then makes a sudden and sizable 
jump. See Albert Aftalion, “The Theory of Economic Cycles Based on the 
Capitalistic Technique of Production,” The Review of Economic Statistics , 
Vol. IX (October, 1927), pp. 165-170. This article contains a summary of his 
theory. 
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some parts of the economy lags behind the rise in demand, the 
capacity in other parts must necessarily outstrip demand, since on 
the average demand and capacity increase at the same rate. The 
owners of those firms and industries, the demand for whose prod- 
ucts falls short of their capacities, will be disappointed and possibly 
suffer a potential loss. Thus induced investment in some fields 
takes place at the expense of potential losses in others. If no one 
is disappointed, no additional investment is called for. 

To summarize, opportunities for induced investment may ap- 
pear when: * 

1. Excess capacity is absent and income increases faster than 
capacity. 

2. When some firms or industries face potential losses. 

IV. LOSSES AND MONOPOLIES 

To maintain full employment we need a growing income, and 
to achieve a growing income (without a drastic change in the 
propensity to save) we need an ever-increasing stream of invest- 
ment. Now, if investment were merely an income-generating in- 
strument, many of our difficulties would disappear; why should 
anyone object to a larger income so long as we don’t run into an 
inflation? But — and this I am sure sounds like a paradox — the main 
opposition to investment arises from the fact that investment is 
also a productive instrument which enlarges our productive ca- 
pacity . 26 Moreover, the effects of investment on national income 
and on productive capacity are far from symmetrical. 

Any investment project — a dwelling or a machine — generates 
income while it is being built. It is true that, because of the multi- 
plier effect, the project creates income several times the amount 
invested in it, but this increase in income is temporary and pres- 
ently peters out, while productive capacity is increased more or 

26 “The tragedy of investment is that it causes crisis because it is useful. Doubt- 
less many people will consider this theory paradoxical. But it is not the theory 
which is paradoxical, but its subject — the capitalist economy.” — Michal Kalecki, 
op. cit.y p, 149. 
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less permanently . 27 Or, looking at the problem from another point 
of view, we can say that any positive amount of investment (over 
and above depreciation) increases productive capacity; but only 
its increment (over the preceding period) raises national in- 
come . 28 Therefore in a well-developed capitalist economy, like 
the United States, the increase in productive capacity is much 
easier to achieve, and it is more likely to happen, than a corre- 
sponding increase in income. 

There is also another important difference between these two 
effects of investment. The increase in income generated by a given 
increment in investment is by its nature indirect and diffused, 
while the effect on productive capacity is usually limited to one 
or a few industries. If a new tire factory is built in Akron, for 
example, the effect of this investment on income will be spread 
far and wide, and only a small fraction of this additional income 
will come back to Akron and be spent on tires. But the new tire 
factory, with its increase in productive capacity, is in Akron, and 
it competes for labor, raw materials and markets with previously 
constructed plants in the same location. 

In this country, competition for labor and raw materials is 
usually not a very serious matter in peace time, but the struggle 
for markets is a real one. And in this struggle lies the source of 
opposition to new investment. 

Being a productive instrument, every piece of investment is first 
of all a potential substitute for some other productive instrument 
— capital or labor . 29 If it is labor that is replaced and if much labor 
remains unused, we have unemployment — a subject which need 
not be discussed here. If capital is replaced instead, its owners may 
suffer a loss. On a priori grounds it is impossible to say whether 
-the new productive instrument will compete with labor or with 

27 Since the whole discussion is carried out in terms of net investment (over 
and above depreciation), we have a right to proceed on the assumption that 
depreciated assets are replaced by new ones. 

28 See my paper, loc. tit. 

28 It is also possible that the new capital competes with a natural resource. If so, 
the owners or the latter may also suffer a loss. 
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capital; most likely both effects will be present to some extent. 

It is of course possible that while the new investment is being 
built, it, together with other investments, raises national income to 
a new height, so that there is enough room for everyone. New 
investments can find a market without pushing older ones out. In 
this case potential losses faced by the owners of old capital goods 
do not materialize, and may even turn into gains. Such a situation 
was of course quite frequent in this country prior to 1929. That is 
how the country grew. But the trouble is that no firm can take this 
relieving rise in income for granted, particularly iir view of our 
performance in the ’thirties. 

The attitude of the typical firm to this problem is to assume that 
income will remain constant, or more correctly, that whatever its. 
magnitude is going to be, it will not be affected by the actions of 
the firm itself and of its close rivals. It then follows that the correct 
course to pursue is to prevent rival investments from taking place 
(and to limit one’s own), so that the market is not captured by 
rivals, or in any case is not “spoiled” by excess capacity. It is not 
that the firm objects to investment in general. The income- 
generating properties of the latter are well known. Investment in 
general is highly welcome, provided it does not result in the pro- 
duction of goods and services which compete with those of our 
firm. But when all firms think and behave in this manner, the 
economy may be headed for serious trouble. 

A mere objection to new investment is of no importance unless 
it is combined with ability, either by force, threat, or agreement, 
to prevent the new asset from being built. It is here, I believe, that 
monopolies do the greatest harm to our economy. The textbook 
demonstration of how a monopolist curtails output and raises 
prices rests on a very shaky foundation because a monopolist (or 
an oligopolist) does not have the same cost curve he would have 
if he ran a small plant in a competitive industry. And even if his 
actions do result in higher prices, the harm to the economy is small 
as compared with that resulting from insufficiency of investment. 
It is not the monopoly in the narrow technical sense that matters, 
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but rather bigness in general, which gives small groups of indus- 
trialists and financiers — and also some labor leaders, for that mat- 
ter — tremendous power to prevent developments which may in- 
flict a loss on themselves. For in a private economy it is impossible 
to make a single investment without inflicting a potential loss on 
oneself or on someone else! 

W e may imagine representatives of our big business, perhaps 
together with those from big labor, sitting around a table. All 
prospective investments are placed on a platter and passed around. 
The representative of General Motors might, for example, find all 
of them splendid, all with the exception of Kaiser-Frazer’s new 
plan for expansion. Fie takes this one project off and passes the 
platter on. Pennsylvania Railroad has no objection to Kaiser- 
Frazer and to all other such projects, but it might decide to veto 
the St. Lawrence waterway. Its views are seconded by United 
Mine Workers whose behaviour is undistinguishable from that of 
their business associates at the table. The platter moves on. Real 
estate interests think that it w r as a great pity that Kaiser-Frazer and 
the St. Lawrence were taken off the platter; those were fine proj- 
ects to achieve prosperity and to raise the American standard of 
living. The construction of a plant for prefabricated houses, how- 
ever, is a different matter. That will destroy existing real estate 
values. And so it goes. By the time the platter completes its trip 
around the table it is perfectly empty; all projects have been vetoed 
by one or the other participant. And there goes our prosperity. 

If the participants were small and weak, as they are supposed to 
be in an atomistic society, their vetoes would be just empty talk. 
On the other hand, if the whole economy were ruled by one 
closely connected financial group, the latter would not treat the 
level of income as independent of its own actions, and would find 
it profitable to invest and expand in many different directions. 
The gains to the economy as a whole would of course outweigh 
the losses. Similarly, if the participants at the table could get to- 
gether and talk things over, each of them would realize his de- 
pendence on all the rest, and might agree not to veto the projects, 
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since an empty platter means ruin for everyone. It would even pay 
the rest to compensate a particularly injured member for his 
losses in order to remove his opposition. But we may be caught in 
a situation where the participants are frequently not weak enough 
to be harmless, and yet not large enough or not sufficiently well 
organized to perceive the effects of their own action on total in- 
come. We should not forget that to lose a few thousands when 
everyone else is supposedly making money is to lose face and 
standing. But to lose millions when everyone else is losing millions 
is perfectly in accordance with sound business practice. No single 
individual or firm, however large, can be blamed for a depression. 

V. CONCLUDING REMARKS 

The discussion in Sections I— III shows that our main investment 
opportunities should spring in the future from technological 
progress and aggressive competition, and to some extent from in- 
duced investment, particularly when the latter is caused by a 
capital loss. That aggressive competition cannot take place in a 
“safe” atmosphere where no losses may be inflicted is obvious. 
And the same holds true to a great extent regarding technological 
progress if new productive devices are not merely financed from 
depreciation reserves— a process which is perfectly useful in itself, 
but which will not give enough investment to maintain full em- 
ployment. And as soon as technological progress gives rise to new 
investment not financed in this manner, potential losses become 
inevitable. 

We must recognize the important, though uncomfortable, fact 
that economic progress in our society is a cruel and destructive 
process, which on one side can result, and indeed has resulted, in 
a remarkably high and ever-rising standard of living, and on the 
other — in the destruction of firms and even whole industries. But 
attempts to tame it so as to achieve safety and security for some, 
without at the same time introducing some measure of economic 
planning, may well result in chronic unemployment and in- 
security for all. 
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Of all the new ideas introduced by Keynes in The General The- 
ory, the concept of the “consumption function” was the easiest to 
accept. Few wished to deny that consumption expenditures are 
primarily determined by income; Keynes’ arguments for the 
stability of the relationship were cogent enough to convince a 
great number of economists. The opportunities for empirical work 
opened up by the introduction of the new concept were at once 
apparent. Here, for once, was a theoretical relationship which in- 
volved magnitudes which could be measured not merely theoreti- 
cally but practically. Econometricians went to work with a will 
and their efforts were amply rewarded. They were not only able 
to find a relationship between income and consumption, but they 
found that virtually all of the variation in consumer expenditures 
was explained by variations in income. 

Yet, in spite of these empirical successes, the consumption func- 
tion is a more controversial subject today than it was ten years 
ago. For empirical investigation has yielded not one consumption 
function but many, and each of them explains all the variations 
in consumption. 

Like most economic magnitudes the literature on the con- 
sumption function seems to grow according to the compound- 
interest law. This would be easy to understand if the literature ap- 
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peared as the result of the discovery of new data. But no funda- 
mental changes in our knowledge of the facts about income and 
consumption have occurred in the past five years. 

Most of the articles on the consumption function present hy- 
potheses about the relation between consumption, income, and 
some other variable such as time, the price level, or the degree of 
unemployment. The hypothesis is presented in the form of an 
equation which makes consumption a function of the other vari- 
ables. The appropriate regression is fitted to the data, and the 
correlation between the observed and calculated values of con- 
sumption or saving is computed. The correlation is invariably 
high, and most writers seem to be satisfied that a high correlation 
coefficient provides an adequate test of their hypothesis. But a 
test which is passed by so many different hypotheses is not a very 
satisfactory one. Before any more consumption functions are in- 
troduced it seems desirable to give some consideration to our 
methods of testing hypotheses. 

In Section I it is shown that aggregate hypotheses cannot be 
adequately tested by the use of correlation analysis. The general 
principles on which appropriate testing methods can be developed 
are then discussed. Section II is devoted to a consideration of the 
possibility that the relation between saving and income is different 
at different points of the trade cycle. A test based on the principles 
developed in Section I shows that we must reject the hypothesis 
that the saving-income relation is invariant with respect to meas- 
ures of position in the trade cycle. 

In Section III hypotheses which explain both cyclical and sec- 
ular movements of savings are developed. It is shown that these 
hypotheses are consistent with: ( i ) the long-run data on income 
and consumption given by Kuznets, (2) the annual data on in- 
come and consumption in the period 1923-1940, (3) the budget 
study data collected in 1935-1936 and 1941. These hypotheses 
lead to the conclusion that aggregate saving out of disposable 


income can be estimated by the equation 
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where St = current savings, y t — current disposable income, 
y 0 = highest disposable income ever attained, with all variables 
corrected for population and price changes . 1 

I. TESTS OF AGGREGATE HYPOTHESIS 

When we deal with a problem in aggregate economics we 
usually seek for relationships which are, in some sense, invariant. 
By invariance we do not mean a historical invariance like the 
Pareto law. Rather, we mean that the relationship between a cer- 
tain set of variables is unaffected by changes in some other vari- 
ables. The concept of an invariant relationship is therefore a 
relative one; a relation may be invariant with respect to one set 
of variables, but not with respect to some others. Indeed it might 
be said that hardly any economic relationship can be regarded as 
completely invariant. For no economic relation is likely to con- 
tinue to hold good both before and after a fundamental change in 
social organization. In fact, one of the objects of economic policy 
is the modification of social organization in such a way as to pro- 
duce relations of a desirable type among economic variables. 

Our idea of invariance is somewhat as follows: We conceive 
that at any one moment certain variables within the control of 
households or firms are related in a definite way to certain other 
variables not within their control. For example, we suppose that 
the consumption expenditure of families depends on their income. 
The form of these relations is governed by the behavior char- 
acteristics of individuals and by institutional factors such as laws 
or customs. The relations we seek are invariant with respect to all 
variables except these psychological or institutional factors. A re- 
lation which satisfies that criterion may be said to be more or less 
stable according as these factors are more or less constant. We 
can make satisfactory predictions if we can find invariant rela- 
tions of this type which are highly stable . 2 

1 Part of this paper was presented at the meeting of the Econometric Society 
in January, 1947, At the same meeting Prof. Franco Modigliani presented a paper 
containing an almost identical income-saving relation. 

2 Finding invariant relations of this sort actually helps in only one kind of 
policy problem. We may conceive of the “structure” of the economy as being 
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If an invariant relation of this type holds for the variables as- 
sociated with individual households or firms, then a corresponding 
invariant relation must hold among some functions (not neces- 
sarily sums) of all the household or firm variables of the same kind. 
If we can write yi = fi (xi) for every household (when xi and 
yi are variables applying to the ith household) , then we can write 
0(Xi, x 2 . . Xn, y u y 2 , . . . y D ) = O. The invariance of the 
second relation will depend on the constancy of the behaviour 
characteristics and institutional elements which determine the 
invariance of the original relations, and in some cases on the con- 
stancy of the distribution of the x’s. Aggregate relations which 
can be deduced from household or firm relations, I shall call 
fundamental aggregate relations. (There are of course some addi- 
tional fundamental aggregate relations which are definitional and 
need not be deduced from anything.) 

Now consider a pair of such fundamental aggregate relations: 

(x) 0 1 (x 1 x 2 . . . Xn) =^ 1 (y 1 y 2 . . . y„) 

( 2 ) 0 2 (Xi X* . . . Xa) = >p 2 ( Zj Z 2 . . . Zn) 

where the x’s are exogenous variables. 

described by a certain set of invariant relations. Then one kind of policy con- 
sists in fixing the values of certain of the variables which enter into these equa- 
tions without otherwise disturbing any of the relations. Fixing an interest rate 
or tax rate is a policy of this sort. If we know all the invariant relations necessary 
to describe the structure, we can predict the effect of this sort of policy (at 
least in the sense that we can assign a probability to any values of any economic 
variable at each point in the future) . 

On the other hand, many of the most important policies involve changes in 
the structure. If a law is changed which has never been changed before, then 
we may know that certain structural equations will be changed, but we may not 
be able to foretell exactly what the new equations will be like. Or, to take a 
simple example, if the Treasury undertakes a campaign to get people to save 
more, it will be difficult to know what its effect will be. For this is an attempt to 
induce changes in behaviour patterns, and we have comparatively little ex- 
perience with this kind of change. The kind of data with which economists 
deal is not likely to reveal anything about the possible effects of the Treasury’s 
campaign. On the other hand, a sufficiently general theory of behaviour ought 
to make a prediction possible, but this would be entirely a question of social 
psychology. 

As a matter of fact, it seems probable that most of the economic policies of 
really fundamental importance involve structural changes of this sort. To the 
extent that this is true, economists can be regarded as competent to judge the 
effect of these policies only by default on the part of the social psychologists. 
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It is clear that a further relation (3) Xi(yi y 2 • . . y n ) = 
x 2 (z! z 2 . . . z n ) may be derived from the first two. Further, this 
relation will be invariant so long as (1) and (2) are invariant. 
This type of relation I shall call a derived aggregate relation. 3 

Now suppose that we observe the historical invariance of the 
relation (3) and conclude that it is a fundamental relation. We 
might then conclude that by changing the z’s we could manipulate 
the y’s. But we might find instead that we had merely invalidated 
the relation (2) without having any effect at all on the y’s or x’s. 
Derived relations like (3) may break down either as a conse- 
quence of policy changes or of structural changes in the economy. 
In addition there is an important class of derived relations which 
are likely to hold good only during the course of a single trade 
cycle. For example, a certain variable z may be partly dependent 
on the level of unemployment. Within the course of a single trade 
cycle, income is very closely associated with the level of unem- 
ployment. If we have data covering only a single trade cycle, we 
might conclude from the empirical evidence that z is determined 
by income. Actually we have a derived relation between z and 
income, which is bound to break up because the upward trend in 
income will ultimately change the association between income 
and unemployment. It is clear from these considerations that 
many of the relations observed empirically may be only derived 
relations which will break down because of a structural change 
in one of the fundamental relations on which they are based. 
This is particularly true of relations whose existence has been 
tested against the data of only a single trade cycle. Whether we 
are concerned with policy or with prediction, we shall often make 
errors if we treat derived relations as though they were funda- 
mental ones. The difficulty of distinguishing between these two 
kinds of relations is one of the fundamental difficulties in testing 
economic hypotheses. 

Let us now return to a consideration of the adequacy of correla- 

8 Cf. T. Haavelmo, “The Probability Approach to Econometrics,” Econo- 
metrica , July, 1944, Supplement. 
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tion methods of hypothesis testing. Suppose we have a hypothesis 
which asserts that total consumer expenditure is dependent on dis- 
posable income. We can fit a regression to the data for income and 
consumption and compute the correlation coefficient. When we 
find a significant correlation, what, exactly, have we found? We 
have not shown that the “data are consistent with the hypothesis.” 
We have merely disproved the null hypothesis. That is, we have 
shown that the association between income and consumption 
was too strong to allow us to ascribe it to chance. Then we should 
be reasonably confident in asserting that we have found either 

(a) a fundamental relation between income and consumption, or 

(b) a derived relation between them. We might exploit our re- 
sults a little further. If it could be shown that the lower confidence 
limit on the correlation was (say) .95, we could assert that during 
the period income was linearly related to all the variables funda- 
mentally related to consumption. But this is about as far as we 
can safely go. It can be argued, of course, that a derived relation 
will tend to produce lower correlations than a fundamental rela- 
tion. But, when our data cover only short periods, the connections 
between economic variables may be so close that the differences 
in correlations between the two sorts of relations may be too small 
to be statistically significant. Moreover, if the variables in a de- 
rived relation have a lower observational error than those in the 
fundamental relations, the correlation in the derived relation may 
be the higher one. 

A very simple example of a derived relation is that which 
appears to have existed between consumer expenditures in dollars 
and disposable income in dollars during the period 1929-1940. 
Just as good a correlation is obtained by using undeflated as de- 
flated data. This can be true only because the price level was 
related to income during the period. If real consumption is funda- 
mentally related to real income, the money relationship is a derived 
one and will break down in the postwar period. Conversely, if 
money consumption is fundamentally related to money income 
the relation between the real variables is a derived one and will 
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break down. Now it is obviously of vital importance to know 
which is the fundamental relation, but the correlation test is not 
very helpful. 

The difficulties we have just been discussing arise because 
of the existence of derived relations among aggregate variables. 
But, ordinarily, such derived relations will not hold for individ- 
ual firms or households. This suggests that in testing hypotheses 
we ought to operate on the following principles. First, every 
hypothesis ought to be stated in terms of the behaviour of individ- 
ual firms or* households, even when we are only interested in 
aggregate results. This does not, of course, prevent us from con- 
sidering interactions among individuals, any more than the use 
of the theory of the firm in analysis of monopolistic competition 
prevents us from dealing with interactions among firms. Second, 
in so far as it is possible, we ought to test our hypotheses against 
data which indicate the behaviour of individual households or 
firms. This does not mean that we ought to abandon statistical 
procedures. Nearly every hypothesis has to allow for random 
elements in behaviour so that in making tests we have to measure 
the average behaviour of groups. But by dealing with relatively 
small groups we may escape the net of interrelations which makes 
it impossible to test aggregate hypotheses. 

Suppose we are faced with the following situation: One hy- 
pothesis asserts that saving varies with income and the price level, 
another asserts that saving depends on income alone. Aggregate 
income and the price level are related in the period for which data 
are available. Then, if one of these hypotheses is true, it will be 
impossible to disprove the other by means of aggregate data alone. 
But, while movements of aggregate income may have been cor- 
related with those of the price level, there are certainly some 
individuals whose incomes moved in a different way. By studying 
the behaviour of those individuals it will be possible to disprove 
one of the hypotheses. When this has been done the parameters in 
the chosen relation may be fitted by the use of aggregate data 
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(though in some cases this may still be difficult because of multi- 
collinearity) . 

Of course it will not always be possible to find the data neces- 
sary to test every hypothesis. But there is a great deal of micro- 
economic data, which has never been properly exploited because 
of the tendency of econometricians to emphasize parameter fitting 
rather than hypothesis testing. Actually it is much more important 
to work with a true hypothesis than to make extremely precise 
estimates of parameters. 

• 

II. CHANGES IN INCOME AND THE RATE OF SAVING 

In this section we shall apply the method just suggested to some 
questions about the consumption function. In the view of a num- 
ber of writers, notably Smithies and Mosak, 4 consumer expendi- 
tures are essentially dependent on the prevailing level of dis- 
posable income. The effect on consumption of an increase in 
income is supposed to be the same whether the increase comes 
about through a rise of employment during recovery from a 
depression or through a rise in productivity in a period of sus- 
tained full employment like that of the twenties. Professor Han- 
sen 5 and Professor Samuelson 6 have maintained for some time 
that the relation between income and consumption varies through 
the trade cycle. Mr. Woytinski 7 and Mr. Bean 8 have made similar 
statements and have tried to test them empirically. They obtained 
correlations just as good as the others but no better, and certainly 
cannot claim to have disproved the alternative hypothesis. There 
is, however, some evidence which proves nearly conclusively that 

* “Forecasting Postwar Demand, I, III,” Econometric a, January, 1945. 

e Business Cycles and Fiscal Policy , New York, W. W. Norton & Company, 
1941, pp. 225-249. 

6 “Full Employment after the War,” in Postwar Economic Problems, edited 
by S. E. Harris, New York, McGraw Hill, 1943. 

7 “Relationship between Consumer’s Expenditure, Savings and Disposable 
Income ” Review of Economic Statistics, January, 1946. 

8 “Relationship of Disposable Income and the Business Cycle to Expenditure,” 
Review of Economic Statistics , November, 1946. 
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the consumption function is cyclically variable though not quite 
in the ways suggested by Bean or Woytinski. 

This evidence is provided by the budget studies made in 
1935-36 9 and 1 941. 10 One of the remarkable results of the Study 
of Consumer Purchases of 1935-36 was that a great number of 
families reported expenditures in excess of income for the year. 
The average deficit of the under S500 a year group amounted to 
50 per cent of income, while the average deficit of the $500-$ 1000 
group was 10 per cent of income. 11 The results of the 1935-36 
study are not above criticism, of course, but the fact that deficits 
were reported in every city and every area, together with the 
independent evidence of studies like those of Gilboy, Clague, and 
Powell, makes it clear that very substantial deficits did occur dur- 
ing the depression. 12 

The total deficits of urban and rural non-farm families (who 
were white and not on relief) alone amounted to 593 million 
dollars for 1935-36. Since total net savings of consumers during 
the twenties and thirties varied from $7.6 to $2.0 billion, an ex- 
planation of the deficits can contribute a good deal to our under- 
standing of variations in saving. 

But the real significance of the deficits does not lie in their mag- 
nitude but in what they reveal about the relations between income 
and saving. We shall first show that the deficits arose largely be- 
cause families whose income fell in the depression tried to preserve 
their pre-depression living standards. Families in the higher in- 
come groups did the same thing but accomplished it by reducing 
their rate of saving rather than by dissaving. The analysis of the 
deficits is important chiefly because it helps us to analyze 

9 Summarized by the National Resources Committee in Consumer Expendi- 
tures in the United States, Washington, 1938; Consumer Incomes in the United 
States, Washington, 1939; Family Expenditures in the United States , Washing- 
ton, 1941. 

10 Bureau of Labor Statistics, Bulletins 723 and 724. 

11 Family Expenditures in the United States, p. 1. 

12 Elizabeth Gilboy, Applicants for Work Relief, Cambridge, Harvard Uni- 
versity Press, 1940. E. Clague and W. Powell, Ten Thousand Out of Work , 
Philadelphia, University of Pennsylvania, 1933, 
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variations in the positive savings of higher income groups. 

Let us first consider what kind of people were in the low income 
groups in 1935-36. While there is little direct information about 
the low income families in 1935-36, a rough estimate of their 
composition can be made from the data on income and employ- 
ment in 1939 contained in the Census of 1940. Table 1 shows the 
result of this estimate. 13 


TABLE 1 

White Urban and Rural Non-Farm Families with Incomes 
under $1000 in 1935-36 



RELIEF 

NON-RELIEF 

Retired 

600,000 

600,000 

Independent Business and Professional 

100,000 

600,000 

Partially or Fully Unemployed 

2,100,000 

1,900,000 

Fully Employed 

— 

2,400,000 

Total 

2,800,000 

5,500,000 


In the nature of the case this estimate can be only a rough one 
since it has to be based on a number of unverified assumptions. 
Yet there does not seem to be much doubt that the non-relief 
low-income families included a high proportion of families whose 
incomes were low because of unemployment and whose incomes 
were much higher in periods of full employment. Moreover, some 
of the families in the independent business and professional group 
would have higher incomes in more prosperous periods. Finally, 
some of the fully employed wage and salary workers were down- 
graded from higher wage jobs so that their normal incomes were 
higher than the incomes reported in 1935-36. 

( 1 ) Keeping these considerations in mind, let us now ask what 

13 This estimate was obtained by reconciling the data given by the National 
Resources Committee on numbers of families with incomes under $1000 in 1935- 
36 with the data in the Census of 1940 on the family wage and salary income and 
employment in 1939. See Family Expe?iditures in the United States, pp. 123, 127, 
130 and Census of 1940, The Labor Force ( Sample Statistics ), Wage or Salary 
Income in 1939 and Family Wage or Salary Income in 1939. 
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is the significance of the deficits for the theory of saving. A sup- 
porter of the view that saving depends on real income would say. 
c c 

presumably, that — = f (y) and that — exceeds i for some posi- 
tive value of y (where y is in constant prices). When that value 
of y is reached, those who have assets or credit will have deficits; 
the others will have to be content with spending all of their in- 
come. 

In its simple form this position is untenable, for the break-even 
point (the income at which consumption just equals income) 
stood at about $800 in 1917 and $1500 in 1935-36, using 1941 
prices in both cases. 14 If consumption were merely a function of 
current income the break-even level of income should have re- 
mained the same. To this the sophisticated Keynesian will reply 
by introducing a trend factor.. Consumption at a given level of 
income can be changed by the introduction of new goods (this is 
about the only factor likely to cause a trend in the consumption 
of urban families, and these are the families included in the budget 
studies in question) . For the sake of the argument let us agree that 
introduction of new goods in itself increases consumption at a 
given level of income. We know too that families in the low 
income groups were driving automobiles and using various re- 
cently introduced household appliances. This does not advance 
the argument much, however, for the families in question were 
for the most part using these things rather than buying them. We 
can turn to other new goods, movies and silk stockings (say), 
which were also consumed by the low-income groups in the 
thirties. Let us grant that a family with an $800 income did not 
buy these things in 1917 and did in 1935. Then it follows that at 
least part of the deficits in the thirties were due to the fact that 
low income families bought new goods which did not exist in the 
earlier period. But this is not the whole story. We can say on 
the one hand that families at an $800 income level in the thirties 

14 See G. Cornfield, W. D. Evans, and M. HofTenberg, “Full Employment 
Patterns in 1950, Part I,” Monthly Labor Review, February, 1947, p, 181. 
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spent more than families with that income in 1917 because they 
had become used to a high standard of living (including silk 
stockings and movies) in the twenties and found it difficult to give 
up. Or we can say that even if income had remained constant 
from 1917 to 1935 the attraction of these new goods was so irre- 
sistible that they incurred deficits to get them (or at least that 
they would have done so if they had had the necessary assets or 
credit) . The latter position seems to be a somewhat untenable one. 
But, if we argue that consumption depends on current real income 
and trend, that is the position which must be maintained in order 

c 

to explain the facts. For, if we write — = f(y,t), nothing has 

been said about the influence of past living standards on current 
consumption. 

This does not disprove the proposition that consumption at a 
given moment is dependent on real income alone; but it does 
require the supporters of that proposition to subscribe to some 
very strong propositions about the influence of new products and 
similar trend factors. 

(2) We can make a further test if we compare the deficits re- 
ported in 1935-36 with those reported in 1941. Deficits at given 
levels of income were much smaller in 1941 than in 1935-36. At 
every level deficits were less than one half as great in 1941 as in 
1935-36. How is this shift to be explained? Suppose the deficits, 
in both cases, were due to the fact that families whose incomes 
had fallen as a result of unemployment found it hard to reduce 
their living standards. Then the explanation is easy. The low 
income group consists primarily of two subgroups: families 
whose earners are normally fully employed at low wages, and 
families whose incomes have been reduced by unemployment. 
The second group wall run deficits to protect the high living 
standard attained when they were fully employed. The first 
group balances its budget. Suppose now that we have complete 
data on families in the $1000 income group in two periods. Sup- 
pose that the situation is as follows: 
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NUMBER DEFICIT 

Fully Employed Families (with normal incomes) 5000 o 

Partially Employed Families 5000 $300 

Average ft 50 


Suppose that in a second period we obtain reports from the same 
group but that half of the families in the $1000 group have in- 
creased their incomes. The situation in the $1000 group now is 
as follows: 


Fully Employed Families 
Partially Employed Families 
Average 


NUMBER 

DEFICIT 

O 

O 

O 

to 

0 

25OO 

$300 


$100 


Now suppose that instead of subdividing the families in this way 
our report had shown only the average deficit of the $ 1 000 income 
families. We would have observed a reduction in the average 
deficit from $150 to $100 per family without knowing why. The 
differences in the 1935-36 and 1941 studies seem to correspond 
very clearly to the examples just given. In 1935-36 there were 
about 8 million unemployed, in 1941 there were only 3 million. 
In 1935-36 a much higher proportion of families in the low in- 
come groups were there because of unemployment than in 1941. 
If, therefore, we accept the proposition that the deficits were due 
to unemployment, or to incomes low by comparison with previous 
ones, the difference between the two studies is easily explained. 

If we try to support the view that consumption depends on 
absolute income, how shall we explain the difference? The trend 
explanation cannot be used in this case. For the break-even point 
moves in the wrong direction. 

We can suppose that the families left in the low income groups 
would like to have run deficits but were unable to do so because 
they lacked the necessary assets or credit. But we have argued 
that a higher proportion of the low income group in 1941 were 
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permanent members of that group than in 1935-36. It follows 
that the higher deficits in 1935-36 must have been incurred by 
the group whose incomes had fallen. For those permanently in 
the low income group were in more or less the same position in 
both years. Then we have to explain the differences in the reac- 
tions of the two groups. There are three possible explanations. 

( 1 ) The families with temporarily low incomes were technically 
in a better position to have deficits. That is, they were not more 
willing to run deficits, but more able to get the resources to do so. 

(2) The families with temporarily low incomes had* expectations 
of reemployment and higher income in the future. (3) These 
families had had higher living standards in the past and were there- 
fore more willing to have deficits to protect their living standards. 

If either of the last two factors is influential, then consumption 
must depend on past income (since this governs the expected level 
of income at full employment) as well as on current income. In 
this case a general rise in income to levels above the 1929 peak 
followed by a fall would bring about a recurrence of the deficits, 
for the standard of living and expectations of income would be 
based on the new peak. If income declined from this peak by the 
same percentage as 1935 income had declined from the 1929 peak, 
deficits of a relative magnitude as large as those of 1935 would 
occur. This would be true even if the absolute level of income 
were as high as the 1929 level. On the other hand if the break-even 
point is independent of past levels of income no deficits would 
occur unless income were absolutely low. 

The budget study data do not tell us anything directly about 
which of the three factors just mentioned are actually relevant. 
We must leave the question open for the moment. However, it 
should be noted that the hypothesis that consumption depends 
on past as well as on current income is consistent with all the 
data discussed so far. The alternative hypothesis that consump- 
tion depends only on current income can be made consistent with 
the data only if we are willing to accept some rather doubtful 
subsidiary propositions. 
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(3) One further piece of evidence is available for testing these 
two hypotheses. The 1941 budget study reported income for the 
first quarter of 1942 as well as for 1941. Families at each income 
level were classified by the changes in their income. Savings for 
the first quarter of 1942 were separately reported for those whose 
incomes had changed less than 5 per cent, for those whose incomes 
had increased more than 5 per cent, and those whose incomes 
had decreased more than 5 per cent from the 1941 level. The re- 
sults are shown in Table 2. Families whose incomes rose had about 
the same saviifgs or deficits as those whose incomes stayed the same. 

TABLE 2 

Average Yearly Savings in 1942 for City Families by Income 
Change from 1941 to 1942 

CONSUMERS WHOSE INCOMES IN 1 942 


MONEY INCOME CLASS 

DECREASED 

CHANGED LESS 

INCREASED 

IN I942 

OVER 5 

THAN 5 

OVER 5 


PER CENT 

PER CENT 

PER CENT 

0 tO f IOOG 

-337 

-35 

-I 5 

$1000 to $1500 

-181 

“34 

62 

$1500 tO $2000 

- 81 

126 

*57 

$2000 tO $3000 

0 

242 

290 

$3000 and over 

*43 

1228 

1059 


Annual rate for 1942 based on first quarter. 
Based on B.L.S. Bulletin 724. 


On the other hand, families whose incomes fell had much smaller 
savings or larger deficits than those whose incomes stayed con- 
stant. Now these facts can be interpreted in two ways. On the 
one hand we can say that they show that a rate of change factor 
is important in the determination of saving. That is, we write 

c 

— = f (y,y') where y' is the rate of change of income. On the other 

hand we can say that saving is low when income is low relative 
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to past income. The two explanations are not the same. In a year 
when income is declining, either explanation would lead to the 
same result. But suppose that income declines and then remains 
at a (more or less constant) low level. After the decline has 
stopped, the rate of change is zero but income is still low relative 
to its pre-depression level. 

It is fairly easy to tell which of the two hypotheses is correct. 
If the rate of change of income is an important factor it should 
show up in regressions of aggregate data. But it is well known that 
when the equation c = f(y,t,y') is fitted to aggregate data for 
the twenties and thirties the addition of the factor y' contributes 
very little to the correlation. In the face of the budget study data 
this is difficult to explain unless we accept relative income instead 
of rate of change as the explanation of the differences in saving 
at the same level of income. 

The asymmetry in the results is also important. If we take the 
view that rate of change of income is a determinant of saving, then 
there are strong reasons for supposing that the adjustment lag 
works in both directions. On the other hand, if we argue that 
people whose incomes are low relative to their past incomes 
reduce saving to protect their living standard, the asymmetry is 
easy to understand. Those whose incomes rose were for the most 
part getting back to levels of incomes which they had previously 
experienced. In these circumstances they merely returned to the 
expenditure patterns of the past and no adjustment lag is involved. 

The data just discussed seem to show fairly conclusively that 
consumption at a given level of income does depend on past in- 
come. This hypothesis is consistent with the existence of deficits 
in 1935-36 and 1941, with the changes in deficits (at given levels 
of income) from 1935-36 to 1941, with the upward movement 
of the break-even point from 1917 to 1935-36 and 1941, and with 
the differences in saving among families whose incomes had 
changed in different ways. It is difficult to explain all of these 
facts on any other hypothesis. 
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Psychological foundation 

So far our argument has been a strictly empirical one. But it 
must be clear that it also has a strong psychological foundation. 
The fundamental psychological postulate underlying our argu- 
ment is that it is harder for a family to reduce its expenditures 
from a high level than for a family to refrain from making high 
expenditures in the first place. Consider two families who have 
incomes of $1000 per year at a particular time. Now suppose 
one of these families has an income of $ 1 000 per year for ten years 
thereafter. Suppose the other family gets an increase in income 
from 1 1 000 to $1500, retains this position for nine years, and then 
has its income reduced to $1000 so that in the last year it is in the 
same position as the other family. Initially both families might 
have exactly balanced their budgets at $1000, and the first family 
might continue in this way for the whole ten-year period. But 
when the second family had its income increased it would increase 
its consumption by (say) I400 and its saving by $100. When the 
reduction in income occurred it would certainly find it difficult to 
cut its consumption to the $1000 level. The first family had only 
to refrain from increasing its consumption expenditures to bal- 
ance its budget. The second family had actually to give up con- 
sumption of $400 per year to achieve the same result. It would 
be surprising if a family in these circumstances succeeded in re- 
ducing its consumption sufficiently to balance its budget after the 
loss in income. 

Since all of the data are consistent with the view that this does 
happen, there does not seem to be much doubt that past income 
has an influence on current consumption and saving. 

The argument so far has been devoted to explaining the deficits 
reported in the budget studies. But the significant result of this 
argument is not the conclusion that deficits will occur when in- 
come falls below previously attained levels but the more general 
proposition that families are willing to sacrifice saving in order 
to protect their living standard. This proposition applies to all 
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income groups who have suffered losses in income. We can argue 
in the following way. If a family has a certain income y 0 and this 
income is higher than any previously attained, it will save some 
amount. This amount will be a function of income s 0 = f (y 0 ) . 
If its income increases the same function will hold. But if after an 
increase income falls to the original level its saving will be less 
than f (y 0 ). If the family’s income and saving are low throughout, 
it will have a deficit after the fall in income. If the family is in a 
higher bracket it will simply save less after the fall in income than 
it did before the increase. This view is checked by*the fact that 
savings in the last five years of the twenties averaged 10.2 per 
cent of disposable income while from 1936 to 1940 they averaged 
only 9.0 per cent. Real disposable income per capita was almost the 
same in the two periods. 

A Base Year for Downward Adjustments of Consumption 

We have now shown that consumption is dependent on current 
income relative to past income as well as on the absolute level of 
current income. The problem now is to find just which past 
incomes are relevant. In view of the argument just given we ap- 
pear to be safe in supposing that past incomes lower than the cur- 
rent one are not very relevant. This is pretty well demonstrated 
by the 1941-42 budget figures cited above. Families whose in- 
comes rose to a given level saved about the same amount as those 
whose incomes had been at that level in the previous year. At 
first glance then it would seem reasonable to suppose that current 
consumption depends on the ratio of current income to some 
weighted average of past higher incomes, with weights decreasing 
as the time interval involved grows longer. There are, however, 
some fairly strong arguments against this position. The declines 
in income which occur in the depression are not uniformly dis- 
tributed even though the size distribution of income remains more 
or less unchanged. 

Income losses will be of three kinds: ( 1 ) reductions in property 
incomes, (2) reductions in wage rates, (3) losses due to under- 
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employment. Since real wage rates do not decline very much in 
the depression (and were even higher in the late years of the 
depression than in the twenties) , losses of income are mostly of 
types (i) and (3). (A fourth class results from downgrading of 
workers either within or between industries, but for our purposes 
this can be regarded as underemployment.) 

Let us first consider the effect of losses of income in the upper 
income groups. It is not important here whether the losses are 
due to reductions in property incomes or to salary reductions. It 
can be assumed, however, that unemployment among the upper 
income groups is not important. The upper 1 o per cent of the 
income distribution produces almost all of the positive saving for 
the whole economy. Moreover, families in this group save a high 
proportion of their income. This means that they have a good 
deal of leeway in maintaining consumption standards without 
running into deficits; also they have more free (non-contractual) 
saving. When high income families suffer a loss in income, there- 
fore, they continue to live in the same kind of neighborhoods and 
maintain their contacts with others of the same socio-economic 
status. In general they maintain the way of life which was estab- 
lished before the onset of the depression. They will, of course, 
cut expenditures on some lines, particularly on durable goods. 
But in view of the high rate of savings maintained in prosperity 
they can absorb a considerable reduction of income by reducing 
saving without cutting consumption too deeply. Moreover, there 
is no reason why they should not continue in this position for 
several years. Suppose now that income falls sharply from a 
cyclical peak and then remains constant for several years. The 
peak year’s consumption sets the standard from which cuts are 
made (provided the peak did not represent a mere spurt in in- 
come). The higher the peak consumption, the more difficult it 
will be to reduce consumption to any given level. After the initial 
reductions are made the situation becomes static. The peak year 
does not lose its influence because the consumption of the fol- 
lowing years depends on the peak consumption. Of course, if 
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income began to fall again further consumption cuts would take 
place, and the intermediate level of income would be important 
in determining the extent of the cuts as well as the previous peak 
income. But if the depression consists in a fall of income lasting 
only a couple of years followed by a rise or a low plateau, the 
consumption of the peak year is likely to have very heavy weight 
in determining consumption in the depression. The influence of 
the peak consumption will not “fade away” unless income con- 
tinues to fall steadily. 

All of the above argument applies only to the upper income 
groups. Those who were in the lower 90 per cent of the distribu- 
tion in prosperity are in a different situation. For this group, re- 
ductions in individual income are usually associated with unem- 
ployment. These people probably save very little even in pros- 
perous times. In a depression they can only influence saving by 
having deficits. A considerable number of families in this group 
go nearly unscathed by the depression. Their real wages do not 
fall and they never have serious losses of employment. These we 
may leave out of account since their savings are simply zero 
throughout. The remaining families suffer serious loss of employ- 
ment at some point during the depression. These may also be 
divided into two groups. Some will remain employed up to a 
certain point, then lose their jobs and never get steady employ- 
ment again until a high level of prosperity is reached. These 
families will presumably run substantial deficits immediately 
after they become unemployed, but as their assets become smaller 
they will have to adjust to the new situation and presumably bal- 
ance budgets in which relief is the principal source of income. 
They may continue to have deficits for a long time, but in any 
case the influence of the prosperity living standard will certainly 
“fade away” as time passes. However, it should be noted that not 
all of the persons who will eventually constitute the “hard core” 
of unemployment get there at once. The result is that a certain 
number of families are going through the initial stages of long- 
term unemployment at any time during the depression. P re- 
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sumably, however, there are rather more families in this position 
during the downturn in the early years than later on. W e should 
expect, therefore, to find somewhat greater deficits and lower 
aggregate savings at a given income in the downturn than in the 
upturn. However, the total number of families in this group was 
not very large in the thirties, and the differences in the numbers 
entering cannot have been great enough to cause numerically 
important reductions in aggregate savings. 

The remainder of the unemployment is widely spread so that 
a large number of workers “take turns” being unemployed. Fami- 
lies lose income through unemployment and accordingly cut con- 
sumption; they also run a deficit. When they get reemployed they 
may return to something very close to the prosperity consump- 
tion standard. Sometime later unemployment may reoccur and 
the process repeats. Those families who are very frequently in 
and out of employment will presumably gradually reduce con- 
sumption (even when employed) because of the decrease in their 
assets and the accumulation of debt. The influence of the peak 
standard will therefore gradually lose its effect. But a great part 
of the total unemployment can be accounted for by families who 
have only one or two stretches of prolonged unemployment dur- 
ing the depression. For these families the influence of the peak 
consumption standard will not fade away because it renews itself 
with each stretch of full employment. 

We can conclude then that the income or consumption of the 
last cyclical peak will carry a special and very heavy weight 
in determining consumption at a given (lower) level of income 
during a depression. In principle a weighted average of all the 
incomes from the peak year to the current year ought to be used. 
But with only a few observations it would be impossible to estimate 
the weights. In what follows we shall consider the relation of cur- 

, . current income 

rent consumption to the ratio -p r—. 7 7 ; — — 

highest previously attained income 

but the results are to be taken as an approximation to the true 
relation. 
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If the argument just given is correct, then there is a cyclical 
component in the explanation of saving. Savings at a given level 
of income, when income is the highest ever attained, as in the late 
twenties, will be higher than savings at a similar income level 
reached in a decline from a still higher level. I conclude, there- 
fore, that in a general way at least the propositions of those who 
have argued that saving varies with the trade cycle as well as with 
income are supported by the evidence of the budget studies. 


III. AGGREGATE INCOME-SAVING RELATIONSHIPS 


So far it has been shown that saving depends on the level of 
current incomes relative to higher incomes in previous years. But 
saving also depends on the absolute level of income. We may 
write then, s t = f(yt, yt/y 0 ) where y 0 is the highest income 
attained previous to the year t. Then 

dst __ df _j_ df d (yt/y<>) 
dy t dy t d(y t )’ dy t 

y° 


If we plot out the long period relation of saving and income 
considering only periods of approximately full employment, the 

d) t/y® w jji be o so that - 4 — = But, with data covering 


term 


dyt 


dy t 


a trade cycle, will have a positive value, and, if we use 

cyclical data to estimate the secular marginal propensity to con- 
sume, our estimates will be too high. 

If data covering a number of cycles were available, we could 


take the regression of saving on — and yt and estimate simul- 

y° 

taneously the secular and cyclical components in saving. Unfor- 
tunately the period 1923-1940 covers only one major cycle, so 
that we are forced to estimate the influence of the two factors 
separately. First, it should be noted that there are strong grounds 
for supposing that (in the absence of cyclical fluctuations) aggre- 
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gate saving remains a constant proportion of aggregate income. 

This position can be best understood by a consideration of the 
apparent contradictions in the relations between saving and in- 
come. On the one hand, we have the Keynesian dictum that “apart 
from short period changes in the level of income, it is also obvious 
that a higher absolute income will tend to widen the gap between 
income and consumption. For the satisfaction of the immediate 
primary needs of a man and his family is usually a stronger motive 
than the motives toward accumulation, which only acquire effec- 
tive sway after a margin of comfort has been attained. These 
reasons will lead as a rule to a greater proportion of income being 
saved as income increases.” 15 This argument which, at first glance 
at any rate, appears very plausible, has had wide acceptance. More- 
over, it seems to be supported by important empirical evidence. 
Every budget study supports the view that families with high 
incomes save a greater proportion of income than those with low 
incomes. It is also known that, in the period 1923-1940, saving 
fluctuated more than in proportion to income. On the other hand, 
the data given by Kuznets indicate that aggregate saving has been 
an approximately constant proportion of income for a long time. 18 

From a psychological viewpoint, Keynes’ argument about the 
relative importance of saving and accumulation at different in- 
come levels does not throw much light on the situation to which 
it is supposed to apply. It is no doubt true that a family will not 
save when its income is so low that it cannot satisfy its immediate 
primary needs. But in the United States, at least, the problem of 
getting an income high enough to maintain physical existence has 
hardly existed (for families whose workers are employed) for 
many years. The problem is not one of saving vs. consuming 
enough to maintain existence. It is one of choosing between an 
immediate comfort and security. Any psychological theory of 
saving must give an explanation of the resolution of the conflict 

15 J. M. Keynes, The General Theory of Employment , Interest , and Money , 
New York, Harcourt, Brace and Co., 1937, p. 97. Reprinted by permission. 

16 Simon Kuznets, Uses of National Income in Peace and War , New York, 
National Bureau of Economic Research, 1942, p. 30. 
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between the desire for security and the desire for comfort. When 
the problem is put in this way the conclusion that saving rises 
more than in proportion to income is not at all obvious. More- 
over, in view of the paucity and ambiguity of the empirical evi- 
dence a psychological basis is necessary if an adequate theory of 
saving is to be constructed. 

Such a theory already exists in the form of marginal utility 
and “indifference map” analysis, but it is hardly adequate for 
our purposes. The whole structure of preference analysis is based 
on the assumption that one individual’s preferences are inde- 
pendent of the actual consumption patterns of another individ- 
ual’s. It is this assumption which permits us to add up the demand 
functions of individuals to get a market-demand function. 

Yet consumption preferences can hardly be regarded as innate 
characteristics of individuals. Nor can they be regarded, in a 
society as dynamic as ours, as being determined by tradition. 
There is a great deal of evidence to show that consumer tastes are 
socially determined. This does not mean that consumer tastes are 
governed by considerations of conspicuous consumption. Rather, 
it means that any individual’s desire to increase his expenditure 
is governed by the extent to which the goods consumed by others 
are demonstrably superior to the ones which he consumes. If we 
can assume that the degree of superiority of one set of goods over 
another is highly correlated with the relative costs of obtaining 
these goods, we are led to the following proposition. The strength 
of any individual’s desire to increase his consumption expenditure 
is a function of the ratio of his expenditure to some weighted 
average of the expenditures of others with whom he comes in 
contact. The weights are determined by the social character of 
these contacts. If the distribution of income is constant (in the 
Lorenz curve sense) this weighted average can be regarded as a 
function of an individual’s percentile position in the income dis- 
tribution. The proportion of income saved is set by balancing the 
desire to increase current consumption against the desire to in- 
crease assets relative to current consumption (that is, to have a 
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greater assurance of continued maintenance of the existing stand- 
ard). We may therefore conclude that if the strength of the desire 
to increase consumption is a function of percentile position in the 
income distribution, the proportion of income saved will be a 
function of the same variable. It is also easy to see that it will be 
a rising function . 17 

This hypothesis leads to the following conclusions: 

(a) At any one moment the proportion of income saved will be 
higher for the higher income groups than for low income 
groups.* 

(b) If income increases, while the proportional distribution 
remains constant, the ratio of aggregate saving to aggregate 
income will be constant. 

Both of these conclusions are in accord with known facts. 

If we accept the hypothesis just given, then secularly consumer 
saving will be a constant proportion of disposable income. 

This hypothesis, together with the cyclical relation, considered 
in Section II, should give a complete explanation of variations in 
saving. 

If the secular relation between savings and income makes for a 
constant income-saving ratio, the proportion of income saved 
only on cyclical factors . 18 Then we may write 

j . There is not much basis for selecting any par- 
ticular functional form for F .However, a linear approxima- 

tion, which fits the data well, is always satisfactory, provided that 

17 In a paper of this length it is impossible to go too deeply into the theory 
of consumer behaviour underlying the above propositions. This theory together 
with some empirical tests of its adequacy will be developed more fully in a 
forthcoming paper. 

1S If we accept the proposition that the high marginal propensity to consume 
indicated by linear income consumption relationships is largely due to cyclical 
factors, there is no evidence of the existence of any powerful trend in con- 
sumption. Various factors which might have caused either an upward or a down- 
ward trend can be cited. But when we have a hypothesis which explains all the 
data there is no point in introducing a trend unless some evidence of its operation 
can be given. 
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we do not have to make predictions involving values of the variable 
outside the range of the data used in fitting the approximation. 

In the period 1923-1940 values of — ranged from about 1.1 to .5. 

y° 

It seems unlikely that income will ever decline to less than 50 per 
cent of full employment levels, so that we can be safe in using a 

linear form for F (^~L j for prediction. When the relation 

~~ a ~ + b is fitted to the data for the period 1^23-1940, we 

obtain a = .165, b = .066. 19 The correlation is .9, which is as 
good as that usually obtained for relations between savings and 
income. 

However, the correlation is not the test of the adequacy of the 
relation. The test is based on the fact that the secular average 
propensity to consume is predicted by the relation just given. In a 
period when income is slowly rising with only minor cyclical 
fluctuations, each year’s income should be slightly above that of 

the preceding year. — should be about 1 .02 in each year. If we 

y° 

put — = 1.02 in the relation — = .165 — — .066 we obtain 

y« y« y 0 

~ = .102 which is very close to Kuznets’ estimate of the (stable) 

savings ratio in the period 1879-1919. Since the regression was 
based on the period 1923-1940 we may say that the regression 
“predicted” the Kuznets’ results. 

All three major sources of data about income and consumption 
are consistent with the two hypotheses, (1) that secularly an 
individual’s propensity to consume is a function of his position 
in the income distribution (which implies that aggregate saving 
tends in the long run to be a constant proportion of income) and 
(2) that, cyclically, the aggregate propensity to consume depends 

19 The data used are those given by E. G. Bennion, “The Consumption Func- 
tion Cyclically Variable,” Review of Economic Statistics , November, 1946. Dis- 
posable income and savings are both corrected for price and population changes, 
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on the ratio of current income to the highest income previously 
achieved. They are also consistent with the internal evidence of 
the budget studies and with the results of intertemporal com- 
parisons of budget studies. So far as I am aware there are no data 
about saving and income which are inconsistent with these hy- 
potheses. 

There is, however, another important class of hypotheses which 
has not been considered here. These are the hypotheses which 
introduce variables other than income into the consumption func- 
tion. In particular it has been suggested that saving may vary with 
the price level (when the price level is considered as a separate 
variable and not as a mere deflator) and with the value of assets. 
There is, of course, no real conflict between these hypotheses and 
the ones presented here. The two variables just mentioned are 
highly correlated with income, so that it is quite possible that they 
may be important contributors to the variance of saving, even 
though a high correlation can be obtained without considering 
them. These hypotheses will have to be tested by methods similar 
to those used in Section II of this paper. 

The implications of the hypotheses developed here are fairly 
obvious. We may expect that, when the transition period is com- 
pleted, consumer savings will fall to around io per cent of disposa- 
ble income. This may be compared with the estimate of 14 per 
cent given by Smithies for consumer savings out of a disposable 
income of 158.2 billion dollars in 1943 prices. 20 The volume of 
offsets to savings required to maintain full employment is there- 
fore considerably smaller than would be expected from estimates 
based on simple income-consumption regressions. 

The relation ——.166— — .066 has the property that the 
y t y 0 1 r j 

marginal propensity to save out of disposable income is fairly high 

with respect to cyclical movements of income, but the average 

propensity to save is much lower and does not tend to rise with 

1 20 Vide A. Smithies, “Forecasting Postwar Demand,” Econometrica, January, 

ms- 
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secular increases in income. During the trough of a cycle (from 
the time income falls below the peak value for one cycle until 

Ii 

y° 


it rises above that value in the next cycle) — is dependent entirely 


.166 


y 0 


yt 2 — .o66yt; 


on yt (since y 0 is constant) . We have then St 

then = .3 32 -p- — .066. The marginal propensity to save 

with respect to decreases in income is therefore about .26 at the 

ds 

peak of a cycle. As income declines falls until it leaches zero 

at an income equal to one-fifth that of the last cyclical peak. 

On the other hand, the average propensity to save does not rise 
as income rises secularly. For in the upswing of a cycle after full 
employment is reached, y 0 and yt move together. If income in- 

Vt 

creases steadily at an annual rate of 3 per cent, — is constant at 

a value of 1.03. The long-run savings function is therefore 
st = .166(1.03) yt — .o66y t or simply St = .102 yt. Thus the 
cyclical marginal propensity to save is (in the relevant range) 
higher than the long-run propensity to save, and the use of cyclical 
data to estimate the long-period relationship leads to invalid con- 
clusions. 
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Concepts and Criteria of 
Secular Stagnation 
-»> by 

BENJAMIN HIGGINS * 


Of all the ideas associated with the name of Alvin Hansen, none 
has aroused more acrid controversy than his doctrine of secular 
stagnation or economic maturity. A fair share of the controversy 
can be traced simply to differences in interpretation of the stagna- 
tion concept. The differences are partly the result of Professor 
Hansen’s failure to state his thesis clearly and precisely in one 
place, and partly the result of misinterpretation of what Professor 
Hansen has stated. The task of this paper is to lend precision to 
the concept, to suggest what lands of empirical tests are valid and 
what kinds are not. 

It is the writer’s opinion that for the doctrine of economic ma- 
turity to have an independent meaning of its own, it must be 
distinguished from all types of cycle theories, and treated 
as a theory of long-run trend. It is also my opinion that Professor 
Hansen himself considers the doctrine as essentially a theory of 
long-run trend, despite occasional statements that might suggest 
another interpretation of his views . 1 

In its briefest and most general form, the stagnation thesis states 

* The author wishes to express his appreciation of the stimulus provided by 
the members of his graduate seminar, and particularly by Robert Joyce, Arthur 
Leymer, Maria Paiva, and Sterling Suggett, whose dissertations are related to the 
subject of this essay. 

1 Cf. Part II, p. 91 below. 
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that highly developed countries like the United States face not 
only a problem of recurring cyclical unemployment, but also a 
problem of chronic and growing unemployment resulting from 
the tapering off of long-run economic expansion. While the econ- 
omy may still have room for considerable potential expansion, 


GROSS 

NATIONAL 

PRODUCT 



Figure V 


THE CONCEPT OF STAGNATION 

and may indeed still be expanding over the course of cycles as a 
whole, there is a growing gap between the trend of gross national 
product at full employment and the actual trend of gross national 
product. This version of the stagnation thesis, which I believe to 
be the correct one, is illustrated in Figure V. 

The resistance to this thesis is not hard to explain. Because of 
the time at which the thesis was first presented and Professor Han- 
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sen’s relation to the Roosevelt administration, the doctrine was 
linked in the public mind with “New Deal economics” in general, 
and the intensity of political feeling aroused by the New Deal 
was transferred in some measure to the thesis itself — even, I fear, 
to some of the academic discussion of it . 2 Also, the stagnation 
thesis seems to raise more serious doubts as to the efficiency of the 
free private enterprise economy than a mere theory of business 
cycles, and to justify government intervention of a more continu- 
ous and drastic nature. For example, the compensatory fiscal 
policy associated with the theory seems to require a long-run rise 
in national debt. Finally, the doctrine seems to question the virtue 
of saving, and the title of savers to a reward . 3 

The identification of the stagnation thesis with a particular 
political viewpoint is surely most unfortunate. The question is of 
the utmost importance for the theory of economic development, 
as well as for economic policy, and economists must endeavor to 
raise the level of discussion to one of objective science. 

I. DEVELOPMENT OF THE STAGNATION CONCEPT 

As Professor Hansen himself points out, the literature of eco- 
nomics has almost always contained a doctrine of economic ma- 
turity . 4 Indeed, any theory of economic expansion has implicit 
in it a theory of economic stagnation, and a theory of economic 
decline . 5 Unfortunately, few economists have stated clearly their 

2 George Terborgh even goes so far as to suggest that the TNEC Hearings on 
Savings and Investment were manipulated so as to provide support for the thesis 
and to defraud the public into believing it. The Bogey of Eco?io?nic Maturity , 
Chicago, 1945, pp. 6-8. On this point see B. Higgins, “The Doctrine of Economic 
Maturity American Economic Review, Vol. 36, March 1946, p. 135; and “To 
Save or Not to Save?” Canadian Journal of Economics and Political Science, 
February 1948. 

3 Cf. j, A. Schumpeter, “John Maynard Keynes: 1883-1946,” American Eco- 
nomic Review, Vol. 36, September 1946, p. 516. 

4 Vide, e.g., his Fiscal Policy and Business Cycles , New York, 1941, pp. 309- 
11; his “Economic Progress and Declining Population Growth,” American Eco- 
nomic Review, Vol. 29, March 1939; “Some Notes on Terborgh’s ‘The Bogey of 
Economic Maturity,’ ” Review of Economic Statistics , Vol. 28, February 1946, 
p. 13. 

5 A declining economy would be one in which both actual and potential gross 
national product are falling in real terms. 
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concepts of economic trend and its causes, and the interpretations 
suggested in the present essay may well be subject to error. How- 
ever, it is hoped that they will serve to facilitate the isolation of the 
special features of Hansen’s secular stagnation concept of trend. 

The classical concept of the stationary state, which for the class- 
ical school was an historical phase and not just an analytical model, 
was essentially a concept of a mature economy. In Adam Smith, 
the stationary state was even recognized to be one in which wealth 
might be very great, but nevertheless one in which “there would 
be a constant scarcity of employment.” 6 7 8 In the stagnation theories 
of Ricardo and Mill, however, unemployment plays no significant 
role; stagnation in Ricardo’s analysis referred to what Mill called 
gross annual produce, and what we would now call gross national 
product at full employment. The stagnation resulted from the 
natural tendency of profits to fall and the consequent choking off 
of capital accumulation. Ultimately, stagnation would result in a 
constant population, but capital accumulation might cease, in 
Ricardo’s view, long before population reached its highest point . 7 
In Mill’s stationary state, there would be no increase in either 
population or stock of capital, profit having reached the mini- 
mum necessary to prevent net dissaving by the economy as a 
whole. However, there might still be a rising standard of living, 
due to improvements in the art of living and increased leisure 
through technological progress . 8 

6 Wealth of Nations , Book i, Chapter 8. The condition of labor, according 
to Smith, would be happiest in the progressive state — even if the state were not 
yet very wealthy; it would be “hard in the stationary, and miserable in the de- 
clining state.” 

7 Principles of Political Economy and Taxation , especially Chapters 6 and 
21 . 

8 In the opinion of Mill, stagnation was just around the corner for England. 
“When a country has long possessed a large production, and a large net income 
to make savings from, and when, therefore, the means have long existed of making 
a great annual addition to capital, it is one of the characteristics of such a 
country, that the rate of profit is habitually within, as it were, a hand’s breadth of 
the minimum, and the country therefore on the very verge of the stationary 
state.” As for England, “the mere continuance of the present annual increase 
in capital, if no circumstance occurred to counteract its effect, would suffice in 
a small number of years to reduce the rate of net profit to (the minimum).” 
Principles of Political Economy , Book IV, Chapter 4. 
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The classical economists regarded economic development as a 
race between technological progress on the one hand, and dimin- 
ishing returns to labor (population) on the other. The rate of 
capital accumulation affected the level of production, but capital 
accumulation was itself a dependent variable; it was a function of 
the rate of profit, and profits depended on the outcome of the race. 
Much the same was true of population in the classical system. So 
long as production increased sufficiently, population would grow; 
but as production reached stability, population would do likewise. 

The ideas of Karl Marx about the trend of gross national 
product at full employment were not markedly dissimilar from 
those of the classical school. As a result of the tendency of profits 
to fall, capital accumulation in Marx’s view is checked, and the 
rate of economic expansion declines. However, Marx added two 
new theories regarding the actual trend of production and em- 
ployment in a capitalist society. First of all, the increasing ratio 
of fixed to circulating capital, the concentration of industry, and 
the tendency towards monopolization, would in themselves result 
in increasing excess capacity, and perhaps also in unemployment. 
Second — and on the whole more important in Marxian analysis — 
economic fluctuations of increasing intensity lead to a growing 
gap between potential and actual gross national product. More- 
over, full employment may not be established even at the peak of 
the boom. 9 The general pattern, so far as the actual and potential 
trend of gross national product is concerned, is not greatly differ- 
ent, whether full employment is reached at the top of the boom or 
not. Employment cannot exceed full employment by very much 
or for very long, unless full employment is curiously defined. 
Consequently “increasing intensity of cycles” of employment 
means deeper and longer depressions. The resulting trend of gross 
national product, in the sense of average level over the cycle as a 

9 “The course characteristic of modern industry, viz. a decennial cycle (inter- 
rupted by smaller oscillations) of periods of average activity, production at 
high pressure, crisis and stagnation, depends on the constant formation, the 
greater or lesser absorption, and the re-formation of the industrial reserve army 
for surplus production ” Capital , Volume II, Chapter 25. 
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whole, must therefore fall further and further below the trend at 
full employment. 

I turn next to the long-run theories of J. M. Keynes. Keynes’ 
theory of under-employment equilibrium also involves a stagna- 
tion concept. It implies that an economy may bump along the 
bottom of a cycle indefinitely, in the absence of appropriate gov- 
ernment policy or other favorable outside shocks to the system. 
It also suggests that full employment is a rarity, even in the pros- 
perous phase of cycles. Consequently, average gross national 
product over the cycle as a whole will fall considerably below the 
full employment level. In T he General T heory there is no system- 
atic presentation of the thesis that there is a tendency towards 
an increasing gap between actual and potential gross national 
product. However, Keynes does suggest that under-employment 
equilibrium is a phenomenon more typical of the twentieth cen- 
tury than of the nineteenth. His concept of full investment (zero 
net returns to new investment) , his remarks concerning the “Day 
of Judgement,” and his statement that twenty-five years of full 
employment in the United States or the United Kingdom might 
produce full investment in those countries, contain the kernel of a 
doctrine of economic maturity. Taking these fragments in con- 
junction with others, and with his Eugenics Review essay on 
population, it seems likely that Keynes did conceive of an increas- 
ing gap between actual output and full employment output as 
the economy became more mature. 

Another long-run theory which has received much attention 
is that of J. A. Schumpeter. Although Schumpeter’s theory has 
much in common with Keynes’, there are also important differ- 
ences. The Schumpeter model starts from equilibrium, with full, 
or at least optimum, employment. The basic cycle consists of an 
inflationary boom and recession, but secondary effects due to fric- 
tion produce the depression and recovery phases of the real world. 
In Schumpeter’s opinion, there are two major cycles, the Kondra- 
tieff of some fifty-five years, and the Juglar of about nine years, 
which is superimposed upon it. 
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The trend is drawn through the inflection points. For Schum- 
peter, there are at least three such trends. First, in the absence of 
innovations, population growth, or frictions, there would be a 
stationary flow, with income and employment at a constant long- 
run level. Second, with innovations, population growth, but no 
other frictions or government intervention, there would be a trend 
derived from two-phase cycles, consisting of an inflationary boom 
and a recession to the full employment level. I am not aware that 
Schumpeter ever stated his views as to what the trend of produc- 
tion capacity would be, but with a declining rate of population 
growth it would presumably resemble a normal growth curve, 
with a tendency for a decline in the rate of growth. Third, there is 
the actual trend, which is a product of innovations, population 
changes, frictions, and government policies. Schumpeter believes, 
that this trend falls below the full employment level, stating that 
“Imperfections of both competition and equilibrium . . . may 
account for the presence of unemployed resources independently 
of the cyclical process of evolution.” 10 While I am not sure that 
Schumpeter ever committed himself in so many words, it seems, 
quite clear from his discussion in Capitalism , Socialism , and De- 
mocracy, in his essay in Professor Harris’ volume on Postwar- 
Economic Problems, and in his critique of the stagnation thesis in 
the final pages of his Business Cycles, that he believes the actual 
trend to be falling further and further below the trend at full 
employment. His reasons for this belief are, of course, different 
from Hansen’s: the increasing degree of inflexibility in the sys- 
tem, the increasing hostility to a free-working capitalistic system,, 
and the growth of policies that reflect this hostility. 

Angell’s view, at least regarding the stagnation of the thirties, 
are similar to Schumpeter’s. 11 He contends that stagnation was 
due less to a secular decline in objective opportunities for private 
investment than to the lasting unfavorable effects upon entrepre- 
neurial anticipations of the events of 1929-33, and of the disturb- 

10 Business Cycles , New York, 1939, Vol. 1, p. 161. 

11 James W. Angell, Investment & Business Cycles , McGraw-Hill Book Co.,, 
Inc., 1941, Ch. 13. 
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ing New Deal policies that followed. He seems to feel that these 
factors produced a Kondratieff trough rather than a break in 
the longer-run secular trend, but he does believe that “even ab- 
stracting from the probable effects of the war and the defense 
program, the outlook for any very large, rapid, and sustained ex- 
pansion of private economic activity in the United States over the 
next decade or more is not encouraging.” 12 

All the concepts of trend discussed thus far involve a kind of 
stagnation at some stage of economic development. Indeed, there 
would seem to be only one notable exception to this kind of con- 
ception of trend. Professor Hayek’s theory of the trade cycle im- 
plies that economic fluctuations take place around a full-employ- 
ment equilibrium position, perhaps with full employment defined 
so as to include a substantial amount of chronic and frictional 
unemployment. In this theory, booms are inflationary expansions 
beyond the equilibrium level of income and employment. 13 

The concern over inflation in the literature of the twenties and 
early thirties suggests that many economists formerly thought 
that booms really were of that character. The more naive versions 
of this theory even imply that before 1929 prosperity was a more 
normal state of affairs than depression. 14 Yet if inflationary booms 
were really more common than deflationary depressions before 
1929, the trend of prices ought to have been upward, especially if 
gold discoveries and development of fractional reserves led to an 

12 Op. cit ., p. 285. Reprinted by permission. 

13 It would appear that Hayek has not changed his fundamental position in 
this respect. In a recent article (“Full Employment Illusions,” The Com?nercial 
and Financial Chronicle , July 18, 1946) he writes, “at the top of the boom, or 
even at the early stages of an incipient depression, there are practically no -unused 
resources available which would make it possible substantially to increase the 
output of investment goods without drawing labor and other resources away 
from the production of consumers’ goods.” He also states “an attempt to cure 
this (chronic and frictional) unemployment by monetary expansion is bound 
to produce inflationary symptoms,” and “a policy of merely maintaining pur- 
chasing power cannot cure unemployment.” (Reprinted by permission.) 

14 Shields and Woodward, for example, state that “the general condition over 
the years was one of prosperity interrupted infrequently by these brief periods 
of adjustment.” (Prosperity , We Can Have It if We Want It, New York, 1945, 
p. 1 1 2). See also Terborgh, op. cit., Chapters 12 and 13. 
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upward trend in the quantity of money adequate to offset long- 
run increases in productivity. There is no clear-cut statistical or 
historical evidence regarding the long-run trend of prices. The 
answer one gets depends largely on the year chosen for a base and 
on the indexes used, but, on the whole, prices in 1929 seem to have 
been somewhat lower than they were in 1 790. In the whole period 
1790-1929, only wars and their immediate repercussions seem to 
have succeeded in carrying the price level above normal, and the 
inflationary booms of war periods have been the result of an ex- 
cess of government expenditures over tax revenues, rather than an 
excess of spontaneous private investment over planned savings. 15 
The point is certainly one requiring further study; it is curious that 
no one has insisted that the critics of the stagnation thesis, who 
have been loud in their demands for empirical proof of that thesis, 
should provide statistical evidence that their own peculiar inter- 
pretation of historical trends is the correct one. 

11. hansen’s concept of stagnation 

The foregoing historical analysis indicates that the two dis- 
tinctive features of Hansen’s concept of stagnation are his ex- 
planation of it, and his dating of its appearance in the United 
States. He attributes stagnation to four sub-trends, which have 
been called the pillars of the thesis: the growth of personal and 
corporate saving, the declining rate of population growth, the 
disappearance of geographical frontiers, and the tendency for in- 
ventions to become capital-saving rather than capital-absorbing. 
He further argues that these factors are a twentieth-century phe- 
nomenon in the United States, and that their presence became 
apparent for the first time in the great depression. 

It is not absolutely clear from Professor Hansen’s own writings 
what he assumes to be the relationship between secular stagnation 
and the long waves of economic activity. The organization of 

16 See, for example, the Cleveland Trust Company’s chart of wholesale prices, 
reproduced in the Hearings before a Subcommittee of the Committee on Bank- 
ing and Currency, U.S. Senate, on S. 380 (Full Employment Act of 1945), 79th 
Congress, 1st session, p. 22. 
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Chapter i of Fiscal Policy and Business Cycles (“major and minor 
cycles,” “building cycles,” “the so-called long waves,” and “struc- 
tural changes in the American economy,” with the stagnation fac- 
tors discussed under the last heading) certainly suggests that he 
regards stagnation as a phenomenon additional to observed cycles. 
Yet in a footnote of his “Notes on Terborgh’s ‘The Bogey of 
Economic Maturity,’ ” he states that “the term ‘secular stagnation’ 
... is not applicable alone to mature economies,” and that it 
“is perhaps the best English rendition of Spiethoff’s phrase 
‘ Stockung-Spanne,’ ” which suggests that he thought 6f stagnation 
as the trough of the long wave. However, the declining rate of 
population growth, disappearance of the frontier, etc., are obvi- 
ously trend factors rather than cyclical factors, and it seems prob- 
able, on balance, that Hansen regards his own special doctrine of 
stagnation as a theory of trend. 

Strictly speaking, there are in Hansen’s concept, as in Schum- 
peter’s, three trend curves: gross national product at full employ- 
ment, the historical trend, and the historical trend as it would be 
under “a policy of mid-nineteenth-century laissez-faire.” 16 The 
actual historical trend of the average level of gross national 
product over cycles as a whole is in no small measure the product 
of fiscal policy, especially during war and immediate postwar 
periods. There is good reason to suppose that the Hansen thesis 
refers to a growing gap between the gross national product at full 
employment and the trend that would exist under a policy of 
complete fiscal neutrality. Whether this latter curve would lie 
above or below the historical trend is not certain. Fiscal policy has 
tended in the past to accentuate both upswings and downswings. 17 
Economic expansion over long periods, such as the period of rail- 
road building, has usually been supported by government sub- 
sidies of one sort or another. Some booms, on the other hand, ap- 
pear to have been prematurely checked by deflationary monetary 

16 Alvin Hansen, “Some Notes on Terborgh’s ‘The Bogey of Economic Ma- 
turity,’ ” op. cit. y p. 13. Reprinted by permission. 

17 Cf. my report on Public Investment and Fidl Employment , International 
Labour Office, Montreal, 1946, Part IV. 
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and fiscal policy. On the whole, it seems likely that the trend 
would not have been much different under a completely laissez- 
faire fiscal policy, but this is one of the many questions surround- 
ing the stagnation thesis that needs more thorough study. 

Hansen has said little about the trend of national income at full 
employment. His thesis would be quite compatible with an in- 
creasing, constant, or declining rate of growth of potential na- 
tional income, provided the gap was present and growing. No 
doubt the implication in his discussion is that the rate of growth 
of potential, as well as actual, national income must eventually 
taper off, in the manner indicated in Figure V. Indeed, no other 
hypothesis is reasonable. Given declining population growth and 
disappearing frontiers, it would take an ever-increasing rate of 
technological progress to keep the growth of national income at 
full employment from slowing down; and population and known 
supplies of mineral sources cannot be increased at a constant (per- 
centage) rate indefinitely, if only because of purely spatial limi- 
tations . 18 

The fact that the same factors influence both the trend of po- 
tential gross national product and the trend of actual gross na- 
tional product is a point of considerable importance for the Han- 
sen thesis, and one that Hansen himself failed to analyze. For it 
means that a growing gap between the two trends can be explained 
in terms of these factors only if it can be demonstrated that they 
influence the actual trend more than the potential trend. A trend 
towards a rising propensity to save, however, is one factor that 
would obviously affect the actual level of income more than the 
potential level. It would not affect the potential level at all, while 

18 For a discussion of physical and technological limits to a constant rate of 
growth of national product, see M. King Hubbert, “Economic Transition and 
Its Human Consequences,” Advanced Management, July-September, 1941. Hub- 
bert points out that for the percentage rate of increase in production from 1820 
to 1910 (when the rate began to fall) to have been maintained, production in 
1929 would have had to be 1.5 times its actual level, and in 1941 it would have 
had to be double its actual level (p. 100); and he concludes “that any such ex- 
ponential expansion ... is a distinctly temporary state of affairs and that this 
phase must be followed by a long-time period of levelling off or decline ” (p. 99) 
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it would be crucial for the level of gross national product actually 
attained with a given rate of private investment. This point is of 
vital importance, for it means that given a rising propensity to 
save, the Hansen thesis could be substantiated even if it were 
shown that all the factors on the investment side influenced the 
potential and actual levels of income equally. It is worth repeating, 
however, that it is not essential to the Hansen thesis for the growth 
of potential gross national product to have tapered off in the 
thirties. 

Some of the less sophisticated criticisms of the thesis seem to 
have been based on a confusion of the two trends. The stagnation 
thesis seemed to some to cast aspersions on American productive 
genius and the American spirit of enterprise . 19 No such aspersions 
are implied. The pattern Hansen had in mind was probably a 
generally rising trend of potential output as a result of techno- 
logical improvements and improvements in business methods. If 
full employment were maintained and potential production were 
realized, therefore, the standard of living (output per capita) 
could continue to improve indefinitely . 20 

Two final possible patterns, also consistent with the Hansen 
thesis, should be mentioned. First, the potential trend need not al- 
ways have been above the actual trend; there may have been 
periods — say during the price revolution of the sixteenth century 
when inflationary booms were the rule rather than the exception 
— yielding a level of demand above the full employment level. Fi- 
nally, the gap need not go on growing forever. With population 
actually declining, it is conceivable that the potential trend might 
fall while the actual trend continued to rise until the gap was 

19 Swanson and Schmidt seem to fall into this category. Cf. their Economic 
Stagnation or Progress , New York, 1946, Chapter IV, and B. Higgins, “To Save 
or Not to Save?” loc. cit. 

20 Hansen has stated that “the bulk of my writing has been devoted to an 
analysis of economic policies which would give us an expanding economy and 
full employment. The question really is: Would a policy of mid-nineteenth- 
century laissez-faire, now, give us that degree of expansion and full employ- 
ment which we experienced in that century?” (“Some Notes on Terborgh’s 
‘The Bogey of Economic Maturity,' ” op. cit. Reprinted by permission.) 
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finally closed. It should also be noted that prediction of a defla- 
tionary gap for some year or years in the future does not imply, 
as Terborgh suggests it does, acceptance of the Hansen thesis. 
It does not involve a conviction that the gap is growing or even 
continuing, and it does not involve an explanation of the gap in 
terms of Hansen’s four factors. 

III. EMPIRICAL TESTS OF THE STAGNATION THESIS 

There have been a number of attempts to subject Hansen’s 
thesis regarding secular trends to empirical tests . 21 These tests 
have been inconclusive, largely because they have not been care- 
fully designed. In some cases, they have failed to yield useful re- 
sults because they are based upon an erroneous conception of the 
thesis itself . 22 No attempt will be made to present empirical proof 
here, but an effort will be made, instead, to suggest the kind of 
empirical study that might provide such proof. 

Assuming that the Kuznets data are reasonably accurate, it is 
quite a simple matter to test the actual trend of gross national 
product. Some question might arise as to whether the data indi- 
cate a gradual tapering off of expansion, or a break in an other- 
wise growing trend. Logically, the former hypothesis seems more 
reasonable, but the latter ought to be subjected to analytical tests. 
Given reasonably good figures on the size of the labor force, it 
would be possible to make estimates of what the trend of gross 
national product would have been with full employment over the 
period covered by the Kuznets data. A comparison of the two 
curves would then show whether or not the gap between them is 
increasing. In making such a comparison, however, it would be 
necessary to begin and end the trend curves at the same stage of 

21 Among the better known of such attempts are: G. Terborgh, The Bogey 
of Economic Maturity , op. cit.; M. V. Jones, “Secular Trends and Idle Re- 
sources,” The Journal of Business of the University of Chicago , October, 1944, 
Part 2; W. Fellner, Monetary Policy and Full Employment , Berkeley, 1946, 
Part II. 

. 22 This statement applies to much of Terborgh’s book, for example. Cf. B. Hig- 
gins, “The Doctrine of Economic Maturity,” op. cit . 
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the Kondratieff cycle. Otherwise the gap might indicate, not a 
long-run trend, but the phase of the Kondratieff during the last 
years covered by the analysis. 

A more direct approach, given adequate data, would be merely 
to test the long-run trend of average annual unemployment over 
the Kondratieff cycle as a whole. An increasing trend of average 
annual unemployment would itself constitute empirical proof of 
a growing long-run deflationary gap. 

One of the difficulties with such tests is that the actual trend is 
considerably influenced by government policy, especially since 
1913. Consequently, the trend does not show what would have 
happened if private enterprise had been left to its own devices. 
Budgets, for example, have seldom been balanced. One might be 
tempted to argue that a stable trend in national debt combined 
with a rising trend of unemployment would be proof enough of 
a growing deflationary gap. However, there is no assurance that 
the inflationary effects of a deficit are just equal to the deflation- 
ary effects of a surplus of equal size. In other words the discourag- 
ing effects of high taxes on private investment may be more im- 
portant than the stimulating effects of low taxes, even though the 
budget for the entire period as a whole is exactly balanced. The 
income group affected by tax increases or cuts may be different 
from the one affected by expansion or contraction of spending. 
There is probably no way of discovering empirically what the 
trend of gross national product w r ould have been under a neutral 
government policy. There may be no way of finding out analyti- 
cally either; both Hansen’s and Schumpeter’s arguments regard- 
ing the effects of public policy on private investment are analyti- 
cally plausible. 

The discovery of a growing gap — and the present writer finds 
it hard to believe a priori that such a trend would not appear — 
would not, of course, constitute a proof of the Hansen thesis, as 
distinct from the Marx, Keynes, Schumpeter, or other theories 
of secular stagnation. In order to distinguish, empirically, be- 
tween these concepts of stagnation, it is necessary to test the causes 
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of stagnation as outlined by Hansen. In doing so, each of the four 
pillars of the Hansen concept must be formulated in such a manner 
that it can be tested empirically. 

The Rising Propensity to Save 

With regard to the savings side of the argument, it is necessary 
to decide first of all whether the discussion relates to the volume 
of savings, the savings junction, or to the average propensity to 
save. Hansen himself has pointed to the downward historical 
drift of the" savings function; the stagnation thesis obviously does 
not rest on any tendency for the savings function to rise. A rising 
trend of total savings, with a constant or falling average propen- 
sity to save, requires only a rising trend of total offsets to saving, 
while a rising trend of the average propensity to save requires a 
rising trend of the ratio of offsets-to-savings to national income. 
While the discussion has not been clear at all points, it appears that 
what Hansen had in mind was the average propensity to save 
rather than the volume of savings. 

The savings relevant to the Hansen thesis are, of course, ex ante 
savings, and attempts to test the validity of this part of the thesis by 
measuring ex post savings, which are necessarily equal to invest- 
ment, are therefore irrelevant. While ex ante or intended savings 
are difficult to measure, an approach to their volume might be 
made through figures of income and employment. With balanced 
trade and balanced budgets, an excess of ex ante savings over ex 
ante investment appears as a decline in income. Failure of income 
to rise enough to attain full employment in an upswing indicates 
an excess of ex ante savings relative to ex ante investment at high 
levels of employment. Ex ante investment will differ from ex post 
investment only by unplanned changes in inventories, which 
could be taken into account. Thus, if a rising trend of ex post in- 
vestment, adjusted for any trend in unplanned inventory changes 
that may appear, is accompanied by a rising trend of unemploy- 
ment, it is reasonable to conclude that the trend of ex ante savings 
is rising still faster. 
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Separating planned from unplanned inventory accumulation 
so as to isolate any trend in the latter would obviously be no simple 
task. Studies of the inventory cycle should help, however, to make 
such separation possible. Generally speaking, increases in inven- 
tories during periods of falling consumption and prices can be re- 
garded as unplanned, but some adjustment might be necessary 
when a drop in consumption followed a rise, since in that case part 
of the increased investment in inventories during the initial stages 
of the drop in consumption would presumably represent planned 
investment based upon an erroneous projection of past levels and 
changes in consumer spending . 23 One might be inclined to argue 
that any trend in unplanned investment is unlikely to be significant 
in magnitude, and that drops in national income, or failure of in- 
come to rise to the full employment level, demonstrate a tendency 
for ex ante savings to exceed ex post savings at high levels of in- 
come, rather than an unfavorable reaction to a tendency for ex 
post investment to exceed ex ante investment at high levels of em- 
ployment. However, there is no clear-cut evidence that such is the 
case, and there is some evidence that planned savings are adjusted 
rather quickly to changes in income. Moreover, growing magni- 
tude and amplitude of inventory cycles might in itself bring a 
growing gap between planned and actual investment over the 
cycle as a whole. 

Professor Hansen stresses the growth of corporate self-financing 
and of institutionalized personal saving (such as insurance) as 
factors in the increasing propensity to save. Perhaps even more im- 
portant than these is the rise of per capita income which economic 
development has made possible. Indeed, while it seems clear that 
corporate savings, insurance premiums, and other institutional sav- 
ing have been swelling in volume in recent decades, it is no simple 
matter to demonstrate from these facts a rising trend of the aver- 
age propensity to save. It would be necessary to show not only 
that corporate surpluses and reserves and insurance premiums are 


23 Vide L. A. Metzler, “Three Lags in the Circular Flow of Income,” p. 1 1 in 
this volume. 


97 



Benjamin Higgins 

a rising percentage of national income, but that the percentage of 
income saved is greater than it would be if corporations distrib- 
uted all their earnings and relied on the capital market for funds, 
and if people provided their own reserves for contingencies. 
There is no clear-cut proof that shareholders are less likely to save 
their dividends than are boards of directors; and without the in- 
stitution of insurance, people might well save more to meet such 
contingencies as fire, theft, and death than they now put into in- 
surance. 

Declining Rate of Population Growth 

Least difficult to test of the four main pillars of the Hansen thesis 
is the argument concerning the effect of the declining rate of 
population growth upon investment. For one thing, the main facts 
are beyond dispute. The percentage increase in the American 
population began to fall about 1 850, although it did not fall much 
until the 1920’s, and the absolute increase began to fall about 1925. 
For another, population growth is a secular trend if any economic 
quantum is. And finally, no one has really denied that other 
things being equal, a rapidly growing population will call forth 
more investment than a slowly growing one. 

There are two main ways in which population growth affects 
investment. First, a growing population provides a growing labor 
force. So long as population growth keeps pace with capital ac- 
cumulation, the marginal productivity of capital will, in the ab- 
sence of other influences, remain constant. But when population 
growth falls off, capital accumulation must also fall off, if, apart 
from other influences, the marginal productivity of capital is not 
to decline. Second, a growing population provides an increasing 
demand for goods and services. The correlation between long- 
run increases of population and of consumption is so high that one 
can be more or less substituted for the other, and consequently the 
“acceleration principle” argument, which states that a mere drop 
in the rate of increase in consumption may cause an absolute de- 
cline in investment, can be applied with minor modifications to 
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population . 24 In addition, of course, a declining rate of popula- 
tion growth involves changes ; o the composition of population 
that may be of great importance. 

The early discussion of population growth and investment 
failed to distinguish adequately between percentage and absolute 
rates of growth, and while this confusion has now been largely 
eliminated , 23 there is still insufficient clarification as to which is 
more important and as to which is relevant to what arguments. 
Speaking generally, the absolute rate of growth is the more im- 
portant concept, and a falling percentage rate of increase is sig- 
nificant mainly as a harbinger of a later drop in the absolute 
increase. So far as population as a source of labor is concerned, the 
percentage rate of increase is important only if it is necessary to 
maintain a certain percentage increase in quantity of capital in 
order to offset a given percentage increase in the volume of sav- 
ings. However, this situation would be the real one to the extent 
that the volume of business saving in any year tended to equal a 
certain percentage of existing plant and equipment, and therefore 
to rise at a cumulative rate . 26 For that part of the argument based 
upon the acceleration principle, the absolute rate of increase is 
clearly more important. 

Fellner endeavors to test the population aspect of the Hansen 
thesis by examining the relationship of population growth to the 
consumption function . 27 This approach is unsatisfactory on sev- 
eral counts. First, the Hansen argument regarding population 
growth is not dependent upon upward shifts of the consumption 
function — although, of course, any tendency for the propensity 
to consume to rise with population would strengthen Hansen’s 
argument. Second, there is the usual difficulty in historico- 

24 Vide E. D. Domar, “Competition, Monopoly, and Private Investment,” 
elsewhere in this volume. 

25 Vide Hans A. Adler, “Absolute or Relative Rate of Decline in Population 
Growth?” Quarterly Journal of Economics , August, 1945; and Alvin Hansen, 
“Some Notes on Terborgh, etc. ” op. cit., pp. 13-15. 

26 Vide E. D. Domar, “Expansion and Employment,” American Economic 
Review, Vol. 47, March, 1947. 

27 Monetary Policy and Full Employment , op. cit., Part II. 
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statistical analysis that the historical relationship between income 
and consumption is the product of many factors, of which popu- 
lation growth is only one. Third, the apparent stability of the 
marginal propensity to consume over the long run does not pre- 
clude the possibility that the historical relationship is the product 
of upward shifts in the function. Finally, for most periods, the 
over-all, historical consumption function shows absolute increases 
in income greater than the absolute increases in consumption. 
That is, when consumption was increasing, investment also grew, 
and the growth of population may have been responsible for the 
growth of investment, without which the whole historical con- 
sumption function would have been different. Indeed, Fellner’s 
Figure 1 6, based on the Kuznets data, shows a very close relation 
between population growth and capital formation. If the ab- 
normal period of the first world war is left out, the scatter can be 
well fitted by a very steep curve that is convex downwards, sug- 
gesting that investment rises more than proportionately to popu- 
lation. The curve is so steep, however, as to suggest that factors 
other than population growth were dominant in the expansion of 
investment. 28 



Capital-Saving Innovations 

The third argument in support of the stagnation thesis is that 
inventions have increasingly become capital-saving rather than 
capital-absorbing. This tendency has usually been tested by com- 
paring the growth of capital formation with the growth of pro- 
duction of final products. The Kuznets data of io-year averages, 
with a 5-year overlap to reduce the effects of cycles, show a rising 
trend in the ratio of output of capital goods to output of final 
products from 1869-78 to 1914-23, followed by a sharp drop for 
the decades 1919-28, 1924-33, and 1929-38. However, these data 

28 The irrelevance of the empirical tests applied by Terborgh to the popula- 
tion aspect of the Hansen thesis has already been pointed out. Cf, Alvin H. 
Hansen, “Some Notes on Terborgh’s ‘The Bogey of Economic Maturity,’ ” 
op . cit., and B. Higgins, “The Doctrine of Economic Maturity,” op ch . 

IOO 


Concepts and Criteria of Secular Stagnation 

do not constitute a substantiation of the Hansen thesis. In the first 
place, they may not show a reversal of trend; they may merely 
indicate a Kondratieff downswing. In the second place, they do 
not, in themselves, demonstrate that inventions are becoming 
increasingly capital-saving. 

There can be little doubt that many of the significant inventions 
of recent years have been capital-saving, in the sense that output 
per dollar of investment is greater with the newer techniques than 
with the older ones. Indeed, it is hard to believe that inventions 
have not always been capital-saving in the technical sense. The 
ton-miles of freight carried per dollar of investment must surely 
be greater for a steamship or steam train than for a sailing ship or 
stage coach. What matters, however, is not whether inventions 
are labor-saving or capital-saving or both, once they are in place, 
but whether the process of installing them absorbs or releases capi- 
tal on balance. This part of the discussion of Hansen’s thesis would 
therefore gain from a shift of attention from capital-saving inven- 
tions to capital-saving innovations. The introduction of a new 
commodity or new technique may result in net absorption of capi- 
tal, whether the invention itself is capital-saving or not, in one of 
three ways: 

1. It may give rise to an expectation of windfall profits arising 
from a temporary monopoly position for the first firms in the new 
field, to a wave of “followers” when the success of the venture has 
been demonstrated, and to further innovations in related indus- 
tries, according to the well-known Schumpeter model. The “great 
new industry” innovations seem to have been of this type. 

2. Even with pure competition existing and expected to con- 
tinue, an innovation, by accelerating the rate of replacement 
through obsolescence, may result in a temporary increase in the 
rate of capital absorption. 

3. An innovation may provide a new product so attractive that 
the propensity to consume is raised. This kind of expansionary 
effect of innovation has received less attention than it deserves. 
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It seems probable that the development of the automobile, and the 
accompanying development of consumers’ credit, had this kind 
of effect. 

There is no a priori reason, and little empirical evidence, to sup- 
port the thesis that a new trend for innovations to be capital- 
saving has made its appearance in recent decades. However, as any 
country adds to its stock of plant and equipment, it tends to ac- 
cumulate replacement funds at a rate roughly proportional to the 
value of the stock of capital, or even at an increasing rate if the 
rate of obsolescence increases. While these funds are normally 
used for replacing worn-out equipment and consequently repre- 
sent a demand for investment goods, if capital-saving inventions 
are continuously being introduced the replacement funds may be 
more than adequate to replace worn-out capacity with more mod- 
em machines. If this is true, the replacement process will have a 
net deflationary effect. If this deflationary effect is to be avoided, 
new investment must rise at an increasing rate. The more highly 
developed a country is, the more difficult it is to add to capital at 
a rate even faster than in the past. In this connection, the “trend” 
regarding innovations is extremely important. The investment 
generated by any one innovation increases at an increasing rate 
over a certain range, tapers off and finally declines. In order to 
have a rising trend of net additions to capital, therefore, each suc- 
cessive innovation (or group of innovations) must be more 
capital-absorbing than the last. This is rather a tall order. Having 
once had a railway age, it became almost impossible to develop 
innovations — or groups of innovations — even more capital- 
absorbing than railways and contemporaneous innovations were. 
The real truth of the “capital-savings inventions” argument may 
be simply that in recent decades innovations have not been suffi- 
ciently capital-absorbing to maintain the rate of increase in addi- 
tions to capital of earlier decades. There seems to be no simple 
way of finding out whether or not such is the case. Figures are 
available only for ex post investment, which is the product of the 
whole nexus of economic forces. 
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The Disappearance of the Frontier 

Having considered three of the arguments upon which the 
stagnation thesis is based, I turn now to the fourth and last argu- 
ment concerning the disappearance of the frontier. In support of 
the stagnation thesis, it has been said that the presence of unde- 
veloped land and other national resources in the United States 
offered extraordinary opportunities for investment, and that the 
disappearance of our frontier is therefore likely to retard the rate 
of capital accumulation. In order to test empirically Vhether the 
frontier “has disappeared” or “is disappearing,” or when it “started 
to disappear,” it is necessary to have a more precise, objective defi- 
nition of geographic frontier than Hansen’s “discovery and de- 
velopment of new territory and new resources .” 29 Moreover, in 
order to determine what contribution the existence of a geo- 
graphic frontier makes to a high level of investment, it is necessary 
to distinguish the opening of a frontier from the growth of popu- 
lation and from innovations. 

When is a territory “new”? When it is entirely unpopulated, or 
when population per square mile is below a certain figure, or when 
production techniques lag behind other countries, or when its 
natural resources are as yet unknown? The mere presence of un- 
occupied territory, i.e., land upon which no one is employed, 
clearly does not constitute a frontier in the economic sense, if it 
is worth no one’s while to employ someone to do something with 
it or on it . 30 Yet growth of population in one part of a country 
may at some stage make it worth while to exploit previously un- 
occupied territory. Similarly, an innovation may make some 
previously worthless resource highly useful — witness atomic en- 
ergy and known but untouched uranium deposits — and so make 
it worth while to move people into a region formerly unoccupied. 

29 Alvin H. Hansen, “Some Notes on Terborgh,” op . cit., p. 13. 

80 An alternative definition of unoccupied territory would be land for which 
no legal ownership has been established; but for economic analysis this defini- 
tion seems less convenient, and Hansen himself has rejected it. (Terborgh’s The 
Bogey , etc., op. cit., p. 15.) 
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A reduction in transportation costs, or cheaper power, may also 
result in development of known resources formerly left idle. De- 
velopment of new territory is clearly one of the incidental effects 
of population growth and of some kinds of innovation. A shift in 
demand may also open up new territory. 

Many tenable concepts of the frontier suggest themselves, but 
it seems most useful to define a geographic frontier as an area 
within which there are increasing returns to both labor and capital 
with existing technical knowledge, population, and tastes. An area 
within which increasing returns would appear only with a change 
in techniques, population, or tastes might be called an economic 
frontier. Thus, economic frontiers become geographic frontiers as 
a result of dynamic changes. The frontier might be said to have 
disappeared when the point of diminishing average returns to 
labor and/or capital has been reached, and might be said to begin 
disappearing when the point of diminishing marginal returns to 
labor and/or capital has been reached. 

As used in the Hansen thesis, however, the concept of frontier 
is a relative one. The existence of a new area into which labor and 
capital are being moved implies the existence of an old area from 
which labor and capital come, and the opening up of a frontier 
thus involves movement of labor and capital. Increasing returns 
to labor and capital is a necessary, but not a sufficient, condition 
for an area to be a geographic frontier; in the nineteenth century, 
England as well as America would have fulfilled this condition, 
and it seems highly doubtful whether any useful purpose would 
be served by regarding the former as a frontier area. For a region 
to constitute a geographic frontier, therefore, one of the following 
additional conditions must be present as well: (i) It may be an 
area where the most advanced known techniques are not utilized. 
(2) It may be an area where the marginal productivity of labor 
and/ or capital is higher than in other countries, because the ratio 
of labor and/or capital to natural resources is lower than in other 
countries. (3) A frontier might be said to exist if migration of 
labor and capital into a new area will raise the marginal produc- 

104 


Concepts and Criteria of Secular Stagnation 

tivity of labor and capital in the mature economy, without raising 
it above the level in the new territory. Apart from these three con- 
ditions, a less tangible factor, which may nevertheless play some 
role, is frontier psychology. In economic terms, this factor would 
consist of a relatively low level of liquidity- and safety-preference, 
or a relatively high marginal efficiency of capital, for any given set 
of objective conditions. 

These conditions make it possible to distinguish the develop- 
ment of a frontier from mere migration of industry. If investment 
of labor and capital in the new area is accompanied by a decline in 
the amount of labor and capital utilized in the old area (either in 
a particular field or in the whole economy of the area) , there has 
been a migration of industry. Migration of industry may never- 
theless result in temporary increase in current investment in the 
old and new areas combined, because the fixed plant of the old area 
cannot be moved to the new one. When the movement into a new 
area results in a rise in the amount of labor and capital utilized 
in the old area, on the other hand, the increment constitutes the 
development of a frontier. Thus the opening of a frontier results 
in an increase in investment in the new-and-old economies com- 
bined. 

From these remarks, it should be apparent that the importance 
of the frontier for investment problems cannot be judged by 
simple comparisons of the rate of investment in different regions, 
or by comparisons of the same region at different periods of time. 
On the contrary, the problem of when the American frontier 
began to disappear, and/or the effects of this disappearance upon 
outlets for private investment, may be answered only by an ex- 
haustive historical and statistical analysis. 

IV. ADDITIVE EFFECTS OF THE FOUR FACTORS 

There are good reasons for supposing that the effects of the 
four factors taken together will be considerably greater than the 
sum of the effects of each taken by itself, and much of the force 
of the Hansen thesis derives from the contention that the four 
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factors have coincided historically. One of the most obvious of 
such combined effects arises in connection with the argument con- 
cerning the production function. Returns to capital will tend 
to diminish more rapidly if both the supply of labor (population 
growth) and the supply of natural resources (opening and de- 
velopment of frontiers) fail to keep pace with capital accumula- 
tion, than they would if either labor supply or available material 
resources increased with the supply of capital. It is also obvious 
that the dwindling of investment opportunities in general will be 
more serious if the ex ante average propensity to save is rising than 
if it is falling. Similarly, a rapidly growing population will tend to 
enhance the expansionary effects of technological progress by 
virtually guaranteeing a net increase in demand for the product 
if a new technique is introduced; and conversely, technological 
progress of the sort that raises the propensity to consume will help 
to offset any long-run tendency towards a rising average propen- 
sity to save, and will help to avoid adverse effects of a declining 
rate of population growth. 

It also seems clear that there is a mutual interdependence be- 
tween the rate of population growth in the old territory and the 
rate of investment in the frontier area, and so, through secondary 
repercussions, in the old territory as well. Up to some point, an 
increasing rate of population growth in the old area will tend to 
raise total and per capita income there by calling forth a high 
level of investment. After some point is reached, however, the in- 
crease in sheer numbers will give rise to an actual or prospective 
decline in per capita income, leading to emigration and a rise in 
investment in new areas. The decline in population pressure in the 
old area, and new opportunities for investment in the old area pro- 
vided by development of the frontier, will, however, tend to raise 
per capita income at home at some point. Thus the rate of emigra- 
tion and of investment in the frontier will tend to taper off at 
some level of population growth at home. This analysis suggests 
the need for developing a concept of the optimum rate of popula- 
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tion growth, which would bear a relationship to the optimum 
propensity to consume and to various other factors. 

Such inter-relationships mean that the Hansen thesis cannot 
be adequately tested by isolating the effects of each of the pillars 
by itself. Some means must be found of taking account of inter- 
relationships among the various trends involved. Empirical studies 
of a highly complicated order seem to be called for. 

v. CONCLUSION 

The questions raised by Professor Hansen’s doctrine of secular 
stagnation are enormously important for economic analysis and 
policy. To a very considerable extent, the ground covered by these 
questions is unknown territory. This essay does little more than 
provide a basis for preliminary discussion at the conceptual level, 
and to indicate the difficulties of designing statistical experiments 
that will yield conclusive results. Final answers to these pressing 
questions can come only from prolonged analytical, historical, and 
statistical research covering many countries, regions, and periods. 
Such research cannot be completed by one man in his own life- 
time. It will require cooperative effort of a group of economists, 
and quite possibly of historians, sociologists, geographers, political 
scientists, and perhaps natural scientists as well. Any research 
foundation with “excess savings” could find no better outlet for 
investment of its idle funds than such a broad, long-range study of 
secular trends. 





Secular and Cyclical Aspects of the 
Multiplier and the Accelerator 
by ■«** 

RICHARD M. GOODWIN 


I. INTRODUCTION 

In this essay, I propose to consider how satisfactorily it is possible 
to explain the central characteristics of the development of the 
American economy by two theories closely associated with Pro- 
fessor Hansen’s work. In particular, I shall attempt a somewhat 
closer union between secular and cyclical behavior than is usually 
achieved. This has also been an outstanding feature of his contri- 
butions. Both the multiplier and the accelerator are, properly 
understood, dynamic, and hence might conceivably explain the 
evolution, as distinguished from the state, of capitalism. Both are 
simplified and rigorous statements of rather obvious economic 
characteristics of modern capitalism, and for that reason com- 
mand wide acceptance. 

In his controversy with Professors Hansen and Clark, Professor 
Frisch pointed out that the accelerator did not necessarily imply 
a breakdown in capitalist expansion, but that a steady growth at a 
constant percentage rate would be possible . 1 He pointed out also 
that the accelerator alone does not constitute a closed system, in 
the sense that by itself it does not determine the behavior of con- 
sumption and income. The invention of the multiplier, however, 

1 “The Interrelation Between Capital Production and Consumer-taking,” 
Journal of Political Economy , October, 1931, and subsequent issues. 
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provided a link which can close the system and determine com- 
pletely its development. In The Trade Cycle R. F. Harrod based 
his theory on a combination of the two principles, but, as Professor 
Tinbergen points out in his review, in their simplest form at least, 
they cannot explain the existence of cycles. 2 

This is easily perceived by stating the two concepts in mathe- 
matical form. If we call consumption c, income y, the marginal 
propensity to consume a, capital stock k, investment i (or k, since 
it is the rate of change of capital stock) , the acceleration coeffi- 
cient and constants H and J, then we may represent the com- 
bination of the two by the following equations: 

(x) c = ay + H; 

(2) k = K y-fJ; 

(3) y = i + c. 

As is customary, we must assume all these to be in real terms. Com- 
bining (1) and (3), 



Thus we get the multiplier value of any income-generating ex- 
penditure, and of the constant in the consumption function (which 
might be considered income-generating in the sense that it does 
not depend on the level of income). If this expenditure consists 
solely of induced investment, then 

i = k = Ky 

and we find that if all savings out of income are to be readily ab- 
sorbed into investment, and no difficulties are to appear, the rate 
of growth of income must be proportional to its level. Therefore, 
income must always flow faster and faster, to be exact, expo- 
nentially, the complete solution being 

f 1 ~~ a V 

(4) y = YeV * > 

2 W eltivirtschaftliches Archtv, 1937, 1 , pp. 89 et seq. of the Schrifttum. 
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where Y is an arbitrary constant to be determined from initial 
conditions. 3 

In Kuznets’ work on the secular growth of income, decade by- 
decade from 1879, we have data which can be used to check 
against this theory. 4 We find that income has in fact maintained a 
good approximation to an exponential growth, with a rate of 
growth of about 3.8 per cent compounded continuously. 5 Further- 
more consumption has been a remarkable constant proportion of 
income, staying close to 88 per cent. This necessarily implies, what 
has indeed be'en the case, that the sum of the unconsumed parts of 
income, or capital stock, will be a linear function of income. The 
average of the marginal values of * is 3.4 and of a is .86. These 
values substituted into equation (4) require a rate of growth of 
4.1 per cent, so that at first blush we seem to have at once an ex- 
planation of capitalist development, and a guarantee of its smooth 
progress, the achievable rate of growth being just sufficient to 
absorb the resulting savings. 

Further consideration lends doubt to this reassuring conclusion. 
Actual performance will, of course, result in only such savings 
being generated as can be absorbed, but the structure of capitalism 
is not such as to permit expansion to proceed steadily. This fact 
naturally disappears if we sum over a decade, as this period is al- 
most equal to the average length of the business cycle. The other 
evidence on the consumption function does not agree with these 
secular data, which make H approximately zero and a about .86. 
If we look within a cycle we find a very different result. Professor 
Samuelson’s analysis of the Kuznets annual data for the period 
after the first world war gives a = .54 and H = 27.5.® Budget 

8 Cf. E. D. Domar, “Expansion and Employment,” American Economic Re- 
view, Vol. 37, March, 1947, pp. 34 ff. 

4 Cf. his essay in the University of Pennsylvania Bicentennial publication, 
“Studies in Economics and Industrial Relations.” 

5 In these figures I shall give only approximations to show orders of magni- 
tude. In every case the decade 1929-38 is omitted because of its obvious ab- 
normality. Later I shall suggest a justification of this procedure. 

6 Cf. A. H. Hansen, Fiscal Policy and Business Cycles, New York, 1941, ap- 
pendix to Chapter 11. This means lumping business with other savings. Who 
makes the decisions is of no matter, so long as they follow a consistent and fairly 
stable pattern. 
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statistics likewise would indicate a weaker propensity to consume. 

Similarly « is assigned too high a value by the crude secular 
figures, because they lump together autonomous and induced 
investment. There is no doubt that much investment was under- 
taken in the period since 1879 solely because of changes in the 
techniques of production. This must be distinguished from the 
investment resulting from increased output with old techniques, 
which is all that is involved in the accelerator. The latter is the 
only systematic or automatic demand for funds. The former 
type of investment cannot always be relied on to absorb savings; 
it is historically determined, the upward bursts of the economy 
awaiting the propitious moment, in a manner which has been ana- 
lysed by both Professor Schumpeter and Professor Hansen. To 
assign an independent value to « is difficult, because the statistics 
tell a confusing and contradictory story. Professor Tinbergen’s 
studies, where the result was favorable to the acceleration princi- 
ple, lead to a value of about one-half of what the pure theory 
would suggest. 7 Therefore we might consider a value in the neigh- 
borhood of 1.5 as reasonable. 

If the economy is actually characterized by an a of .60 and a * of 
1.5, then income must grow at a rate of 27 per cent, in order 
automatically to ensure a use for the savings generated. This is 
obviously impossible, and therefore a hitch in the expansion will 
occur, barring vigorous and continued autonomous investment. 
Any autonomous investment will, of course, lessen the necessary 
rate of growth. The error in the original calculation should now 
be clear. Constants determined from the secular data naturally 
will produce a result in agreement with those data, but only, it 
should be added, if the assumed mechanism is of a type capable 
of explaining the facts. The qualitative agreement between the 
facts and such simple hypotheses is impressive. 

Analytical difficulties remain, however. What is the mechanism 
of capitalist breakdown? Why, in its relapse, does it ordinarily not 

7 “Statistical Evidence on the Acceleration Principle,” Economica , Vol. 5 
(new series), May, 1938, p. 175. It should be noted that * has the dimensions of 
time, and hence its magnitude depends on the unit of time used. I shall use units 
of one year throughout. 


Ill 



Richard M. Goodwin 

fall to its previous low? What explains the tendency, weak but 
persistent, to some regularity in the timing of these spurts? And 
how are we to explain a fairly consistent secular a and « which 
sharply disagree with the true, or at least short-run, a and «? To 
reconcile the secular and cyclical facts, it is plainly necessary to 
make further hypotheses, but these will remain simple elaborations 
of the multiplier and the accelerator. 3 

Because of the involved character of the subsequent argument, 
it may be helpful to summarize it here. If there are lags involved 
in the flow of payments as required by the multiplier and by the 
accelerator, a combination of the two can produce a cycle of the 
type of the major business cycle. If such a cycle existed, and were 
uniform and without trend, then consumption would be less than 
income half of the time and more than it the other half. Conse- 
quently if we lump a whole cycle together consumption would 
equal income, giving a marginal and average propensity to con- 
sume of one, even though the true marginal propensity were less 
than one. On the other hand if there were an upward trend, the 
good years would be more frequent than the bad and we would 
find consumption to be less than income. In this case the decade 
by decade figures would not provide the clue to the determinants 
of consumption, but would rather reflect the secular rate of prog- 
ress achieved by capitalism in spite of its recurrent tendency to 
falter. 


n. THE DYNAMIC MULTIPLIER 

The multiplier, as implied by equations (i) and (3), assumes 
that all the “multiplying” is done instantaneously. It is difficult 
to see how this makes any sense. Money spent has no mystical 

s While I cannot undertake a defense of model making here, I should like to 
mention that it is not a valid criticism of a model to say that it is too simple. It 
cannot, and does not, aim to represent the complexities of actuality. The im- 
portant, and much more difficult, question is whether or not the most essential 
things have been included, and whether or not these are verifiable empirically. 
One particularly crude simplification should be noted here, since it will be used 
without apology throughout. All functional relationships will be assumed to be 
linear. Otherwise in most cases a mathematical, and a fortiori a verbal, analysis 
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virtue by which it stretches itself in the spending. As it circulates 
through the economy, it gradually produces further incomes, but 
only over a period of time. The original Kahn formulation was in 
terms of an infinite series, and the completion of this series takes 
time. In fact, it is never quite completed. However, at a certain 
point, it will be substantially complete, the lower the value of 
the multiplier, the shorter being the lapse of time required. The 
instantaneous multiplier gives the limit which income approaches 
in infinite time . 9 This multiplier takes an inadmissible jump to a 
conclusion, rolling up all the steps into one, and implying some 
sort of infinite velocity of income generation. 

Usually, the dynamic element is introduced by virtue of the 
lapse of time between the discrete steps of the geometric progres- 
sion which constitute the multiplier. But when one attempts 
realistically to identify the moments at which these steps occur, 
or the time intervals between them, the concept seems to evapo- 
rate. Economic life is extraordinarily continuous, characterized 
by a getting and spending which does not even cease at night. 
Furthermore, any reasonable time interval between the steps 
would have to be so short, that any process would have a rather 
brief duration. That real discontinuities exist, cannot be denied: 
the only question is whether or not these are large enough to be 
significant for macro-dynamic analysis . 10 

An analogy may illustrate, even if it cannot prove, the desira- 
bility of treating economic life as continuous . 11 In the eighteenth 
century, many scientific problems were dealt with by means of 
equations of finite differences. This was gradually replaced in the 

of this type of problem is impossible. One can only hope that, within the range 
of activity, the actual relationships are good enough approximations to straight 
lines. 

9 This was first formally proven by Professor Samuelson in his paper, “A 
Fundamental Multiplier Identity,” Econometrica, Vol. u, July-October, 1943, 
pp. 221-216. If a is greater than one, the series is not summable, and hence the 
instantaneous multiplier ceases to exist, but the dynamic multiplier implies 
simply a more rapid rate of increase and one which does not approach a limit. 

10 See L. A. Metzler, “Three Lags in the Circular Flow of Income,” published 
in this volume, Chapter I, passim. 

11 On this point I am much indebted to Dr. P. LeCorbeiller. 
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nineteenth century by a parallel elaboration of the idea of a con- 
tinuum, in both mathematics and the physical sciences. In the 
same period, overwhelming evidence accumulated to the effect 
that in nature there were discrete ultimate particles, e.g. atoms, 
electrons, etc. Nevertheless, it remains true today that no central 
theory in physical science is stated in terms of difference equa- 
tions. This is feasible in electricity, for instance, because the 
quantities of interest in practical problems are large by compari- 
son with the elementary particles. Surely the same holds true for 
aggregative economics. To the degree of fineness which we care 
about, our variables are continuous in time. We may keep the dif- 
ference analysis of the multiplier, but interpret the differences as 
lags, and not as discrete jumps in time. This, however, increases 
the difficulties of analysis considerably. In any case, for a con- 
tinuous process, it might be better to state the problem in terms 
of derivatives instead of differences. It is this possibility which I 
wish to explore. 

The multiplier is a particular and simplified way of stating the 
process of the propagation of income. Two fundamental ques- 
tions are involved: the limit toward which the effects of an im- 
pulse tend, and the rapidity with which this limit is approached. 
I propose to postulate a mechanism which will yield the usual 
multiplier value as a limit. The second issue, which has never 
been adequately settled, may be tackled by recalling that the 
Keynesian theory did not question the constancy of the velocity of 
active money . 12 In fact, the theory strengthened the case for a 
belief in constancy (a belief founded on good a priori reasoning, 
as well as some empirical material) by showing how and why 
observed velocity might deviate from it. In the multiplier analysis 
we are dealing only with active money. A constant income veloc- 
ity of active money necessarily implies a certain constant average 
rapidity of circulation of an impulse through the economy. 

Let us call s the average time between one receipt of income 

12 “Nevertheless, if we have a shoxt period of time in view, and can safely 
assume no material change in any of these institutional factors, we can treat V 
as nearly enough constant.” The General Theory , Harcourt, Brace, 1936, p. 201. 
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and the next receipt of income which results from whatever is 
spent out of the first. This lapse of time is made up of two ele- 
ments, the time between receipt of income and its spending, and 
the time between its spending and the receipt of new income 
resulting from that spending. The former I assume to be negligible. 

As an hypothesis, let us consider the mechanism defined by 

(5) € y + (1 — a)y = i + H 

Equation (5) corresponds to a combination of (1) and (3). The 
left-hand side gives the propagation, and the other side the spend- 
ing input. The term i may be broadly defined as business invest- 
ment or disinvestment (if negative), government deficit or sur- 
plus, and consumer spending not determined by the level of 
income, including the purchase of durable goods in accordance 
with the acceleration principle. All of this spending may be called 
investment, and it is to be understood in this broad sense. 

As soon as the instantaneous multiplier is dropped, the supply 
of savings is not necessarily equal to the rate of investment. In- 
spection of equation (5) shows that only for a stationary income 
(y — o) is saving ( \ 1 — a j- y — H) equal to investment. A 
stationary income is one for which the instantaneous multiplier 
would be valid. Any excess or deficiency of investment over sav- 
ing must be financed by the creation of new active money, mi. 
This money may be newly created or newly activated from 
hoards. The new active money is net, for some people may be 
hoarding while others are dishoarding or borrowing from banks. 13 
Setting the rate of activation of money equal to the difference 
between saving and investment, we get 

( 6 ) 

and consequently m 1 = ey + a constant. 

18 This formulation, I believe, meets Robertson’s contentions in his contro- 
versy with Keynes, without sacrificing anything essential. So long as saving is 
unequal to investment, income moves in the direction which will bring them into 
equality. That Keynes did not agree is unfortunate, since it would have 
strengthened rather than destroyed his central thesis. The reason for his refusal 
may have been his unwillingness to make the system explicitly dynamical. 
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For the purpose in hand, the constant may be zero. The hypothesis 
of constant velocity requires that 

= y. 

Therefore we arrive at the result that 


(7) = 1 A. 


This is, indeed, intuitively obvious from the manner in which 
the problem is stated, and it would have been unnecessary to 
derive it, were it not for the fact that it has been so generally 
ignored. Yet it is an important result, for it establishes a connection 
between one of the oldest branches of economic thought and 
one of the newest. It is not, however, an attempt to palm off the 
fallacies of the quantity theory in the guise of the multiplier, for 
it is not asserted that v is the multiplier. The average velocity of 
active and idle money together will remain constant only in the 
very special case that all new active money results in an exactly 
equal proportional increase in total money, so that a change in the 
one is a change in the other. At the other extreme is an expansion 
financed out of idle money, so that, total money remaining con- 
stant, velocity rises proportionately to income. Autonomous 
changes in the quantity of money have no effect, except to change 
the velocity of money, unless, through the rate of interest, invest- 
ment is changed from what it would have been otherwise. But this 
is probably too weak a relation to have much effect, especially in 
the short run. 

The nature of the solution of (5) is best shown by considering 
the usual example of the sudden imposition of a constant rate of 
investment. Let 


i(t) 

Then the complete solution is 
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where Y 0 is the initial value of y. This gives an increase which 
tapers off to the instantaneous multiplier value, much in the same 
manner as the usual multiplier block diagram. We may define a 
useful concept, the time constant, r, of the propagation mechanism, 
as the time in which the movement towards the final value of 
income is approximately two-thirds completed. 

(9) r — — . 

I — a 

If « is one-fourth year, for example, and a is . 6 , then.five-eighths 
of a year after the expenditure was begun, the multiplying process 
will be two-thirds accomplished. After two years it will be more 
than 95 per cent achieved. The shorter the lag and the smaller 
the marginal propensity to consume, the more quickly the process 
goes. 14 

This mechanism is similar to, but not identical with, the usual 
multiplier. The spending of money results in further incomes, but 
with a kind of distributed lag. Some new income is generated soon, 
some later, and some still later. The usual dynamic multiplier 
assumes a uniform lag — all bits of income lead to further incomes, a 
“day,” or “week,” or “month” later. Some kind of probability 
distribution is more realistic for the lag. One might regard the 
continuous multiplier as a convenient first approximation to one 
with a uniform lag. If the lag term y(t — f) be expanded in a 
Taylor series, and all but the first two terms dropped, then the 
difference equation turns over into (5). But I prefer to consider 
it in its own right, as one that is probably closer to reality than 
the other, which, it should be remembered, is at best a crude sim- 
plification. 

From the figures for the income velocity of money, we may put 
an upper limit on the length of e. The average velocity in the 
United States or England is around 3 per year. Therefore the 
velocity of active money cannot be lower than this, and will be 
higher to the extent that idle money exists. Thus « has a maximum 

14 Fritz Machlup, International Trade and the National Income Multiplier, 
Phila., 1943, p. 51. 
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value, in the advanced industrial countries, of one-third and may 
be only one-fourth or one-fifth. Professor Angell gives remarka- 
bly impressive evidence of the long-run stability of this figure, in 
spite of rather large changes in both money and income. Thus 
the average value of velocity for 1909-1918 was 3.1 1, whereas 
for 1919-1928 its average was 3.08. 15 This is not surprising, if we 
reflect that idle money is ordinarily a transient, cyclical phe- 
nomenon. Furthermore, there is an evident tendency for the sup- 
ply of money to move in sympathy with the level of output, thus 
avoiding large hoards. The arguments of the quantity theorists 
may explain this long-run stability, and support the view that 
decade average velocity figures are not far from the true velocity 
of active money. 

III. A FLEXIBLE ACCELERATOR 

Almost everyone is agreed that investment constitutes the key 
to the problem of cycles. Some theorists go so far as to say that 
the investment process, by itself, contains practically the whole 
of the explanation. The classic exposition of this view is Professor 
Schumpeter’s, and it is in this direction that Professor Hansen 
appears to incline. In opposition to this are most of the “self- 
generating” theories, which maintain that the whole of the eco- 
nomic structure determines the periodic reversals. Neither theory 
alone is, in my opinion, quite satisfactory. The structural approach 
is condemned to the sterility of one constantly repeated wave 
form, which must either die out or explode in ever-increasing 
violence. The innovational theory handles both these difficulties 
well, but is not altogether convincing on what constitutes the 
strong point of the other theory — the unmistakable element of 
regularity in the recurrence of booms. The mere fact of the 
bunching of innovational investments cannot be taken as proof 
of an inherent tendency. The circumambient economic structure 
may alternately inhibit and encourage investment, and hence 

18 Cf. the appendix to The Behavior of Money. 
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contain the explanation of the bunching. Surely, a combination of 
the two types of theory possesses the desired qualities. 

In his treatment of capital and investment, Keynes followed 
traditional theory. Given a rate of interest, there is, under given 
conditions, a corresponding amount of capital, but should the 
existing amount not correspond, there is no specification of the 
size of investment, i.e., no determination of the rate of progres- 
sion from the old to the new equilibrium quantity of capital. This 
lacuna can be found in many economic theories, but it is crucial 
in capital theory. One way of filling it is by consideration of 
Keynes’ point that the rate of current investment controls the 
cost of capital goods, and hence has a negative effect on the 
marginal efficiency of capital. Keeping to linear relations, we may 
then represent the marginal efficiency of capital by 

( io) r = — pk — vk -j- A 

where r is the rate of interest and A a shift parameter. With a given 
rate of interest and a given A, the rate of investment, as well as 
the amount of capital stock, becomes completely determinate. 
The difficulty with this formulation is that the schedule is subject 
to large shifts. Indeed, the role of the shifts is probably much 
greater than that of r. These changes in the value of A are partly 
the result of changed expectations about future output, and partly 
the result of innovations. We may say that the schedule holds only 
for a given state of technique, and for a given level of present and 
expected income. Making the simplest possible assumption about 
the influence of income (proportionality), means inserting the 
acceleration principle into the marginal efficiency of capital. Stated 
in this context, the accelerator becomes suitable for business cycle 
analysis. 

The rate of interest is generally held to play little role in the 
investment process, and, in any case, its variation cannot be ex- 
plained by the reduced system under consideration here . 16 There- 

16 The role of monetary policy may easily be taken into account by keeping 
r explicitly in (io) or (n). The rate of interest is related to idle money, which 
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fore its variation, along with changes in expectations, may be 
absorbed into the innovational shift function, which we may call 
With a convenient redefinition of constants, the marginal 
efficiency of capital, (io), expanded to include the acceleration 
principle, and with the rate of interest neglected, may be written as 

(u) £k + k — K-y = <£(t) 

where £ is a constant and * is the acceleration coefficient. 

There is an alternative and illuminating way of appraising this 
formulatiorf. It implies that there is an asymptotic approach to 
any persisting equilibrium level of capital; it is simply a flexible 
form of the accelerator. When there is no net investment, i.e., 
when perfect adjustment exists, capital is linearly related to in- 
come (for a given state of technique, etc.). If equilibrium is not 
attained, then the rate of investment is proportional to the dif- 
ference between the equilibrium or ideal quantity of capital, and 
the actual quantity, as can be seen by rearranging ( 1 1 ) as follows: 

k = i/£(*y + <t> — k). 

Like *, £ has the dimensions of time, and may be interpreted as 
meaning that any excess or deficiency of capital is removed at a 
rate which would abolish it in £ years, if nothing else changed. The 
ordinary accelerator implies that capital is always perfectly ad- 
justed to income. This is its major shortcoming, for we know that 
there are times of excess capacity, and other times of short ca- 
pacity. 

The nature of the flexible accelerator can most easily be under- 
stood by studying the reaction to a sudden increase of income to 
a new constant level. If, for convenience, we take the previous 
level of income, capital, and investment as zero, we have, for an 
increase of income to Y at t = o, 

(12) k = — aYe-Vf + *Y. (t — o) 

is linked to active money through the total quantity, and active money is de- 
pendent on income. All this is a subsidiary matter for our present purposes, 
however, since r in fact does not vary much. 
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Thus, capital gradually approaches the value given by the cus- 
tomary accelerator as a limit. Investment, being the first derivative 
of k, decreases from a maximum value of *Y '/$ to zero. 

(13) i = lc = («/OYe -t/l . 

IV. AN OSCILLATORY MECHANISM 

The flexible accelerator, acting as the generator of income, com- 
bined with the dynamic multiplier, functioning as the propagator 
of income, constitutes a determinate system which *can explain 
business cycles. In order to show this, we consider the homo- 
geneous part of the two equations, setting =0 and H = o. 

(5a) — k + ey + (1 -a)y = o, 

( 1 ia) ill + k — «y = o. 

The characteristic equation for these simultaneous equations is 

(14) -f- [f ( I — a) -f-c — /c] A — I — a = O. 

Since this equation for A may have either real or complex roots, 
the coupled system may have either real exponential or oscillatory 
solutions. The condition for the latter type solution is 

(15) [£(1 - a ) +€ — k] 2 < 4 &(i —a). 

Quite plausible values of the constants satisfy this condition, so 
that such a model is a possible basis for a theory of the inter- 
mittent breakdown of capitalism. If it is to be a satisfactory ex- 
planation of these cycles, it must be stable, but not too stable, and 
it must give a relatively long period. W e may require, for example, 
that the period be 9 years, and that the amplitude of swing decline 
by one-half in one cycle and by three-fourths in two, in the 
absence of outside disturbances. These two requirements put the 
following conditions on the constants (taking e to be .25) : 

(16) 1 — a = .124!; 

(17) fc= (l — a — .Oj)^ + .25. 
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These conditions are in turn satisfied by the following reasonable 
set of values: 17 


08 ) 


a — .60; 
* = 1 - 4 ; 
^ = 3.2; 
£ = .25. 


Only £ seems to be higher than one might expect. 

In view of the unfavorable empirical evidence presented in 
other sources, it may seem altogether unconvincing to base a cycle 
theory on thb acceleration principle. “. . . it is a mistake, at least 
from the short-run point of view,” says Professor Hansen, “to 
place too much emphasis upon the Principle of Acceleration.” 18 
It is conceivable that the accelerator is not a useful tool after all, 
but its attractions are nevertheless great. It is the simplest expres- 
sion of the one fundamental dynamic fact in economics — that 
capital is a stock, investment a flow, and that both are intimately 
related to income. 

In addition to its a priori plausibility, the accelerator can explain 
the two basic, well-established facts about the cycle, the greater 
relative violence of investment fluctuations, and their lead over 
income and consumption. The modified accelerator also explains 
the existence of excess capacity in certain phases of the cycle. 
This is easily seen to be true by considering a representation in 
the form of rotating vectors, a device of considerable convenience 
in oscillation problems. A complete rotation represents a full 
cycle, and hence the angle (divided by 360°) between two vec- 
tors shows the fraction of a cycle lead or lag between them. In 
the accompanying diagram, equation (5a) is interpreted by letting 
investment, k, be the vectorial sum of ( 1 — a) y and <y\ Utiliz- 
ing the values given in (18), investment is seen to lead over in- 
come by something less than one-eighth cycle or about one 

17 Since (16) and (17) represent only two equations in three unknowns, an 
arbitrary value may be assigned to one of the three, and the equation solved for 
the other two. The value a — ,60 is close to the “cyclical” propensity to consume, 
and may therefore be used as a starting point to determine 5 and 

18 A. H. Hansen, Fiscal Folicy and Business Cycles , New York, 1941, p. 282. 
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year, while capital lags behind income by less than one-fourth 
cycle. Equation (ua) states that investment is proportional to 
the excess or deficiency of capital Therefore, excess capacity 
appears before the middle of the downswing, and lasts through 
the early upswing. This behavior agrees with Keynes’ only ex- 
plicit statement about a closed cycle theory, though he based his 



conclusions more on the life span of capital goods than upon the 
acceleration principle. . . if the rate of investment falls below 
a certain minimum level,” he said, “it is merely a question of time 
(failing large fluctuations in other factors) before the marginal 
efficiency of capital rises sufficiently to bring about a recovery 
of investment above this minimum.” 19 The flexible accelerator 
is no doubt rather too rigid, because it implies a gradual falling off 
of investment with declining income, whereas, once the horizon 

19 J. M. Keynes, The General Theory of Employment , Interest , and Money , 
New York, Harcourt, Brace and Co., 1937, p. 253. Reprinted by permission. 
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darkens, there is little to prevent a rapid drop. This might explain 
the asymmetry between upswing and downswing, although such 
asymmetry can also result from the tendency for autonomous in- 
vestment to be concentrated in the upswing. 

V. THE SECULAR RELATION OF INCOME TO 
CONSUMPTION AND CAPITAL 

As discussed thus far, the mechanism has one gross short- 
coming. If it explains the cycle, it cannot serve to explain the 
trend, or vide versa. If it oscillates, it does so about a dead level; 
there is no progression to it. The problem may be attacked by 
postulating a dynamical consumption function, or by including 
expectations explicitly in the marginal efficiency of capital. Be- 
fore resorting to complications, however, it is desirable to take 
into account two elementary known facts of overwhelming im- 
portance. Capitalism has been characterized by large population 
growth and large autonomous investment outlays. These cannot 
be neglected. It makes a great difference to an aggregative con- 
sumption function, whether an increase in income is, or is not, 
accompanied by an increase in population. Likewise, it makes a 
great difference whether an increase in income is, or is not, accom- 
panied by the exploitation of new techniques. 

If one consumer behaves, on the average, like another, we may 
write for a single, typical consumer, the equation 

(19) Ci = ay ; 4- h. 

Then the consumption function for n consumers is 

. n n 

(20) c = £ Ci = a J yi + nh. 

i = 1 i = i 

Replacing nh by y(t), and Zyi, by its equivalent, y, we may write 
(20) as 

(20a) C = ay -f- y(t). 

If this consumption function is combined with the flexible ac- 
celerator, we will get oscillations about a trend. For a population 
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growing at a constant percentage rate, ioof, we may consider the 
trend of income by itself, and thus calculate the secular marginal 
propensity to consume, h. If this be done, we find that 


( 21 ) 


Ctrend — 


(■ 


-?l_ ) 

i +l£ / 


Y trend* 


Thus for this and other similar models, we get the important result 
that the secular propensity to consume has nothing to do with the 
cyclical one. A 4 per cent rate of growth with * = 1.4 and £ = 3.2, 
gives a = .95, though a. = .60. In any case, barring absurd values 
for k, a will be greater than a. This suggests an explanation of 
the anomalous behavior of the consumption function as between 
trend and cycle. The calculation is incomplete, however, because 
no account has been taken of innovations. 

An alternative and perhaps more realistic way of approaching 
this problem is to assume that each unemployed person consumes 
a given amount, b, by means of dole, charity, past savings, or in- 
curring debt. Then, if we call n the number employable, 1 the num- 
ber employed, and u the number unemployed, the consumption 
function becomes 


(20b) c = ay -f- lh -f- ub. 

If we assume that employment is a constant proportion, v, of 
national income, (20b) may be rewritten as 

(20c) c = -{- (h — b) vj- y -j- bn (t) . 

The result is formally similar to (20a), but the aggregate mar- 
ginal propensity to consume will be smaller than the individual 
and the shift parameter must be differently interpreted. 

The complete coupled system constituted by the dynamic 
multiplier, taking account of population growth, and the flexible 
accelerator, allowing for changes in technique, is given by 

(22) — k-Hy + (1 — a)y = ^(t) 


(23) £k + k — *y = <f>(t). 
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It is convenient to restate these in combined form, using D to 
represent the differential operator. Equations (22) and (23) may- 
be restated in the following form: 

(24) | e£D 2 -r [l(l — a) -ft — «]D + (1 — a) jy = 

(ID -f- l)y -f- D<jf>; 

(25) | e|D 2 + [l(l — a) -f £ — k]D + (i — a) j k = 

ki{/ -f- (tD + I — a)<j>. 

Both k and y will have three solutions, which I shall indicate by 
subscripts, a general one for the homogeneous equation with 
<j> = o and f—o, and particular solutions for the non- 
homogeneous equations, one with y — o and one with y = o. The 
homogeneous, i.e., the oscillatory, solution has already been dis- 
cussed. It might be noted that there appear to be four arbitrary 
constants, but that two are spurious since the amplitude ratios 
between income and capital are determined. The particular solu- 
tions cannot be undertaken until y(t) and y (t) are specified. 
y(t) is a smooth function proportional to population. y(t) is a 
highly irregular function into which, if we desire, many things 
may be put, e.g., war and relief expenditures, as well as innova- 
tional outlays. 

At this point, we are in a position to give a rough answer to the 
central question of this essay: can the same multiplier-accelerator 
mechanism explain quantitatively the main features of both the 
secular and cyclical behavior of income, consumption, and capital? 
That the cyclical movement can be explained has already been 
shown. The question is whether the same values for the structural 
constants can yield the apparently quite different values for 5 and k 
determined from secular data. According to the statistics of Pro- 
fessor Kuznets what is to be explained is a 3.8 per cent rate of 
growth, a * — 3.4 and an a — .87. 

To explain secular growth, both and <f> must develop ex- 
ponentially at rates of h and C 2 respectively, y has shown a rate of 
growth of around 3 per cent, though with an unmistakable decline 
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recently. As to 4 > there is no evidence, but I shall assume, for the 
moment, that it has such a trend. These rates imply a trend rate 
of growth in y given by 


(26) y/y — 


&yi -F f 2 y 2 
“yT+yT 


Therefore y will have a rate which is a weighted average of the 
two constituent rates. If is 3 per cent, then T must be between 
4 per cent and 5 per cent, to explain the observed 3.8 per cent rate 
of growth of income. It will involve only a slight error and much 
simplification if we assume £ x — f 2 = £ = .038. In this case we may 
write 


(27) $ = LV' 

where L is a constant. 

The Kuznets data are in the form of sums over a decade. The 
corresponding operation in our model is to integrate over the same 
length of time. Unfortunately a decade is not quite equal to the 
average length of the cycle. Nevertheless, in what follows, the 
assumption will be made that the Kuznets sums are taken over the 
exact length of a single cycle. From the data we find that to a 
good approximation 



where T is the period, s is any positive integer, and * has the value 
3.4. In what follows it should be understood that integration is 
always over one complete cycle. By virtue of (25) we have 



where the first two terms are the particular solutions, and the 
third is the oscillatory one, and hence zero. From equations (24) 
and (25) we get 
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g 5 = + [!(i — a) +« — *]£+ i — “• 

From (30) and (31), and taking note of (27), we have 


(S^) 



K 


-{- (c£ -f- 1 — a 
i -f- £? -(- CL 



Therefore 


( 33 ) * 


k (e£ -f 1 — a)L 
i -f- ££ -j- CL 


It is evident that in no case does the secular k give the correct value 
for any systematic relation between income and capital. It de- 
pends in part on the true and in part on all the other structural 
constants, particularly a . Substituting the reasonable cyclical 
values of the constants given in equation (18), the result is 

__ 14 + .41L 

1. 12 + .038L 


The only free factor is L, since on this point there is no evidence. 
If the ratio, L, of <t> to *// were 8.9, the k would have the observed 
value of 3 .4, but in any case, over a wide range of L there will be 
considerable divergence between the two *’s. Precise agreement 
is scarcely to be expected. The purpose of this calculation is es- 
sentially illustrative; it is to show that a difference does exist and 
give a concrete example. The ease with which the combined 
multiplier and accelerator can explain both is remarkably im- 
pressive. 
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We may also investigate the secular a. 



Therefore 


( 35 ) 5 = 0 — &)• 

If k = 3.4, we get the correct value of .87 for h. 


VI. THE IRREGULAR SHIFTS IN THE MARGINAL 
EFFICIENCY OF CAPITAL 

The function <f> (t) is essentially irregular, and though we might 
fit a trend to it, such a trend would be merely descriptive. There- 
fore the kind of solution given in the last section is incomplete. 
No analytical solution can be given if <j> (t) is taken, as it must, to 
be an arbitrary, historically given function. But there is a useful 
method available for handling such an arbitrary driving function. 
We define a unit response, as the system’s response to an increase 
or decrease of one unit in <#>(t). Then we approximate <f>(t) by a 
series of steps which are multiples of the unit steps. Each step will 
set in motion a wave train, large or small depending on the size of 
the step, and the behavior of y(t) will be given by the sums of 
all these wave trains in varying stages of dying out. 

The general solution of the associated homogeneous equation 
of (24) is 

(36) y = Yi.e — ' at cos vt + Y 2 e — ut sin vt 

where 

||(i — a) -H — 

24 
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and 


If 




* = 


o,t < o 
X , t — o, 


a particular solution is 

(37) y = T^r- 


The complete solution is the sum of (36) and (37). If we de- 
termine the arbitrary constants from the initial conditions, 
y (0) =0 and y(o) = o, then the unit response, for t — o, is 


(38) — - — [ 1 — e~ ut cos vt — — e~ ut sin vt] 

We may call the unit response O(t), with the proviso that it is 
zero for t < o. Inserting the values of the constants given by (18), 

£l(t) =2.5 [1 — e~ 081t cos .7031 — .ii5e — osw sin .7031]. 
After a lapse of time this becomes negligible. If we let t = o at 
a time when the effects of <f> (o) are negligible, then, summing all 
the solutions, 

(39) yOO = 4 >(o)n(t) 4 - y A<Kt)o(t— - t) 

r sr= At 

where At is the unit of time used in our step-wise approximation 
to^(t). 

These shifts (and they may be either positive or negative) in 
the marginal efficiency of capital will distort the regular oscil- 
lations both as to period and wave form. One or several shifts will 
prolong the upswing or shorten the downswing. The absence of 
upward shifts, or the existence of weak ones only, will result in 
a mild boom and temporary cessation of the upward trend. It is 
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in this manner that Professor Hansen interprets the experience 
of the 1930’s. The altogether irregular behavior of the marginal 
a (it was 3.12 in the decade 1929-38) might be accounted for in 
some such manner. 

Although autonomous and irregular shifts in investment ac- 
count for much of the movement of income, formal cycle theory 
also plays an important role, for, in the absence of innovations, 
such theory explains why booms and downswings cannot continue 
indefinitely. Whatever degree of regularity exists in economic 
fluctuations must be ascribed to the elements represehted by for- 
mal theories of fluctuations. The fact that impulses from innova- 
tional expenditure tend to be synchronized with the upswing 
(a fact which we accept as given, though a more elaborate theory 
should explain it), and that they are ordinarily positive, will pre- 
sumably lengthen the average period, as compared with what it 
would have been in the absence of disturbances. Therefore the 
natural period, T, of the mechanism might be taken to be less than 
9 years, which would lead to smaller and probably more realistic 
values for « and £. 

The vexatious problem of the maintenance of oscillations is also 
disposed of by the irregular shifts in the capital function. Left 
undisturbed, the economy would tend to lose its cycles, but by 
always exciting new ones, the dynamic effect of capitalist innova- 
tion is to circumvent this result. The violence of cycles may some- 
times diminish and at other times increase, but so long as it is 
changing, capitalism will never lose its alternations of good and 
bad times. 

The mathematical formulation of the problem requires too rigid 
and simplified an exemplification of economic life. But one must 
put to its credit the fact that all interrelationships are taken ac- 
count of in a way that would be impossible in a more subtle verbal 
analysis. The precise effect of population growth on capital ac- 
cumulation is allowed for, as well as the concomitant influence of 
that accumulation on income and consumption. The multiplier 
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and the accelerator govern the cyclical behavior and, though in a 
complex fashion, also the secular response of the economy to the 
given historical contours of population growth and of technologi- 
cal evolution in latter-day capitalism. 
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VI 

The Simple Mathematics of 
Income Determination 

-»> BY 

PAUL A. SAMUELSON 


I. INTRODUCTION 

Thanks in large measure to Professor Hansen and his associates, 
advanced students in business cycle theory have become proficient 
in calculating a large variety of different “income multipliers.” In 
fact the subject has become something of a black art. Black be- 
cause, to the uninitiated, the jargon must necessarily appear mys- 
terious if not vicious; and an art because even the most adept are 
hard put to it to remember all the complex terms required for any 
particular multiplier formula. 

Once we drop the most simplifying assumptions concerning in- 
come determination, and once we begin to seek the answer to a 
number of different policy or factual questions, most of this com- 
plexity is intrinsic. But by no means all. A large part of the diffi- 
culty of the subject — looked at from the standpoint of teacher 
or pupil — results from the practice of working with “multipliers,” 
rather than concentrating on the equilibrium conditions which 
give rise to these expressions. The relations determining income 
are logically prior to those describing the way the equilibrium in- 
come changes. They are also easier to remember, easier to handle 
without making over-narrow straight-line assumptions, and they 
easily yield the appropriate multiplier formula for any particular 
problem. 
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The present discussion is purely expositional, dealing as it does 
with problems that have been thoroughly thrashed out in the ad- 
vanced literature. It attempts to show, with the use of the sim- 
plest mathematical language, ( i ) the simplest Keynesian model 
by which “saving and investment” determine income; (2) how 
government expenditure and taxes enter into this picture; (3) the 
role of international trade; and (4) how the corporation and its 
savings are to be handled. 

ll. THE HEART OF INCOME ANALYSIS 

By definition, national income (at market prices), Y, can initi- 
ally be set equal to the sum of consumption expenditure, C, and 
net investment , I: 

Y = C + I 

If Keynes had stopped with this identity, we should be left with 
an indeterminate system. In his simplest model of income determi- 
nation, he added the following two hypotheses: (a) consumption 
is a function of income, and (b) investment may provisionally be 
taken, at any one time, as a constant. Mathematically, these rela- 
tions may be written 

C = C(Y) and I = I 

When we substitute these into our first identity, we come up 
with the simplest Keynesian income system: 

(1) Y = C(Y)+I 

This is a determinate system, being one equation to determine one 
unknown variable. While much of the anti-Keynesian and Key- 
nesian world was still arguing over the tautological character of 
the Keynesian concepts. Professor Hansen had quickly cut 
through the non-essentials to isolate the critically important role 
of the propensity-to-consume schedule, as embodied in this funda- 
mental equation. 

Equation (1) is crucially important for the history of economic 
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thought. It is the nucleus of the Keynesian reasoning. If it in no 
way gives insight into the analysis of employment, then the Key- 
nesian system is sterile and misleading. In its oversimplification, 
this relation must be compared with two other seminal single 
equations which contain by implication much of the remainder of 
economic theory: namely the equating of supply and demand to 
determine market price, 

D(p) S(p) = O; 

and the determination of a firm’s best output, q, (or anything else) 
by the condition that its profits, ■*-, be at a maximum through the 
balancing of the effect of any decision on total revenue, R, and 
total cost, C, 

d-_dR(q) dC(q) 
dq dq dq 

Geometrical Representation 

Graphically, the simplest Keynesian equilibrium can be shown 
on a by now familiar 45 0 line diagram. 1 On the vertical axis the 
consumption function, C(Y), is plotted against income. Invest- 
ment is then superimposed onto consumption. The two together 
constitute the right-hand side of equation (1 ). The left-hand side, 
Y, is simply income itself plotted against income, or in short a 45 0 
line. The intersection of C(Y) + 1 with the 45 0 line gives us our 
simplest “Keynesian-cross,” which logically is exactly like a 
“Marshallian-cross” of supply and demand. 

As an alternative to this geometrical presentation, we may let 
the intersection of a saving schedule with investment depict the 
determination of income. This amounts simply to transposing the 
consumption term in equation ( r ) over to the left-hand side, which 
now gives us the difference between income and consumption, or 
what may be called the propensity -to-save schedule, S(Y). In its 
new version ( 1 ) reads, 

1 See, for example, the contribution of Robert L. Bishop, p. 319, in this volume. 
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(2) Y-C(Y) =IorS(Y) =1 

As before, income is plotted on the horizontal axis; but now on the 
vertical axis we must allow for both positive and negative 
amounts of saving or investment. The amount of investment is 
plotted as a horizontal schedule. The saving schedule will intersect 
it from below to yield the same equilibrium income as is shown 
in the 45 0 line diagram. 


How does^ the fundamental income equation yield us the usual 
multiplier? Very simply, when we ask for the change in income 
which results from a change in the parameter investment, I. 2 From 

(1) it follows that^= 1 — C'(Y); or the multiplier formula 

becomes 


( 3 ) 



i-C'(Y) 


where C' is the familiar margin propensity to consume at each dif- 
ferent income level. Of the two equations, ( 1 ) and ( 3 ) , the former 
is the more fundamental. By it we can appraise the effect of a large 
as well as a small change in investment, and without making the 
usual linear approximation to the consumption function. 3 


2 The only mathematical technique used in this paper is the simple one of de- 
termining the derivative of one variable, Y, with respect to another variable or 
parameter, a, to which Y is related by an implicit equation. Thus, if Y depends 
on a as determined by 


so that dF — 


3F(Y,a) 

0Y dY + 


F(Y,a)=o 

3F (Y,a) , , 

da — o, then necessarily 


3a 


3F 


dY 3a_ 

da 3F 

3Y 


where the symbol d refers always to partial differentiation with “all other vari- 
ables being held constant.” An expression like C'( Y) or C' always means . 

8 If C = a + bY, a linear function on income, then the reader can show that 


Y=~b <a + I) andAY = -~ g-Al 
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Autonomous Consumption Shifts and Induced Investment 

Before leaving the simplest Keynesian system, we may briefly 
mention that an autonomous upward shift of the consumption 
schedule will have exactly the same multiplier effects upon income 
as will an increase in investment. Thus, we may rewrite the con- 
sumption schedule to include a new element, a 9 of autonomous 
consumption — or C = a + C(Y). The reader may easily verify 
that in the new Equation ( i ) , the a term can be grouped with I 
with exactly the same quantitative effects upon income. “Invest- 
ment dollars are high-powered dollars.” Consumption dollars are, 
too. 

The problem of “induced” investment introduces no formal 
difficulties. From a long-run economic viewpoint, it is doubtful 
that net investment can be related to a stationary income level in 
the way that consumption can. But in the short run, when the 
stock of capital is more or less constant, and when each different 
level of income can be thought of as a change in income as com- 
pared to previous periods, then it may be legitimate to write in- 
vestment as a rising function of income, I ( Y) . This propensity -to- 
invest schedule will intersect (from above) the propensity -to-save 
schedule of (2) to give the equilibrium level of income. 

If we now wish to calculate a “multiplier” coefficient, the prob- 
lem is more complicated. Exactly what question do we really wish 
to ask? What “multiplicand” are we changing in order to appraise 
its effect on income? The reader should verify for himself that 
once induced investment enters the picture, the appropriate multi- 
plier to show the effect on Y of an autonomous shift, a, in either 
the investment or consumption schedule is given by 4 

If C is curvilinear, then 

AY = — — Af 
1 —a 

where now the C will be some marginal propensity to consume intermediate 
between the old and new income situations, and which can only be evaluated 
with perfect exactitude by Equation (i). 

4 More generally, a may be an autonomous factor which shifts the I or C 
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, \ r dY"l _ r _ I 

W L da J ~ i - C'(Y) - I'(Y) S'(Y) - I'(Y) 

III. TREATMENT OF GOVERNMENT IN INCOME 
ANALYSIS 

So far we have been ignoring the presence of government ex- 
penditure on goods and services, G, and of net algebraic tax 
collections or withdrawals, W (positive when people pay taxes, 
negative when they receive transfer payments such as old-age 
pensions, veterans’ allowances, etc.). Actually, Net National 
Product at market prices consists of three components 

Y = C + I + G 

To make our four-variable system determinate we must be will- 
ing to commit ourselves to some additional hypotheses. As before, 
we may provisionally make investment a constant. Since govern- 
ment expenditure is primarily a matter of policy (particularly, 
since we are excluding from G, relief and other transfer items 
which vary with income) , we may provisionally set it equal to a 
constant. But now the dependence of consumption upon national 
income becomes more complicated. If we abstract from changes 
in the distribution of income — and empirical studies suggest that 
the marginal propensities to consume of different income classes 
do not differ enough to make this a disastrous oversimplification — 
then as a first approximation we can make consumption a function 
of “disposable income after net algebraic taxes or withdrawals,” 
Y — W. By adding W as a variable, we must now demand that an 
additional hypothesis be made about its behavior. The simplest as- 
sumption is that net taxes or withdrawals are equal to some con- 
stant, set by policy. (We shall see in the next section that this is a 
rather misleading assumption.) 

schedules (either or both) in a non-parallel fashion. Our multiplier then becomes 

rdYl I cKCH- 1). 

Lda. J / sc a_I_\ 3a 

( 1 3Y SY ) 
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In symbols, our hypotheses are as follows 

I = I, G = G, W = W 

C = C(Y — W) 

which when substituted in the first definitional equation of this 
section, gives us a determinate equation for income 

( 5 ) Y = C(Y-W) +I + G 

The 45 Mine diagram is well designed to illustrate this equi- 
librium; our only change is to add government .expenditure 
(whether on capital or current goods) to private investment, and 
to shift the consumption function rightward (and downward) 
in a parallel fashion by a distance equal to net tax withdrawals, W. 

The saving-investment diagram is now not quite so convenient 
to interpret, and a number of alternative re-groupings of terms can 
be imagined. The method which is most closely akin to the defini- 
tion of saving of the Department of Commerce would be as fol- 
lows 

(6) Y — C(Y — W) — W = I+ (G — W). 

Consumption has been transposed to the left-hand side and W has 
been subtracted from both sides. The left-hand side, saving, is 
equated to private investment plus the deficit (whether financed 
by borrowing or printing of money) . 

An alternative possibility, which is perhaps nearer in formula- 
tion to the National Bureau definitions, would be to treat the 
deficit as negative government saving, and transpose it to the left- 
hand side, so that investment is equated to private and public 
saving. The only advantage to this second formulation is that it 
makes more plausible to beginning students such a statement as, “A 
reduction of taxes will raise income by reducing the community’s 
saving.” Intuitively, the student feels that a reduction of taxes will 
increase consumption, (private) saving, and income. Of course, 
either formulation is identical to Equation (5) . 

Now that income is a determinate function of I, G, and W, it is 
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simple to determine the appropriate multipliers for a unit change 
in each of these quantities. Using the technique described in the 
second footnote to this paper, it is easy to show that 

rrn = p ill = — — — ■ 

LdGJ LdlJ i-C(Y-W) 

7 r dY 1 = C(Y — W) = r dYl _ r 
L d( — W) J i — C'(Y — W) LdGJ 

In words, government expenditure has the same favorable effect 
on income as does private investment, both effects being equal 
to the reciprocal of the marginal propensity to save out of dis- 
posable income. Tax reduction will also increase income, but dol- 
lar for dollar its effects are always less than those of increasing 
expenditure. In fact a dollar of expenditure always increases in- 
come by exactly one dollar more than does a dollar reduction of 
taxes. 


The “ Balanced-Budget Theorem ” 

This is the basis for the significant “balanced-budget theorem.” 5 
According to this theorem, a deficit is not at all necessary for an 
expansionary fiscal policy. A balanced increase in expenditure 
and taxes — assuming no shift in the functional relationship of con- 
sumption to disposable income and no change in private invest- 

6 This theorem has been developed by several writers; see A. H. Hansen and 
H. S. Perloff, State and Local Finance in the National Economy (New York, 
1944), pp. 245-246; T. Haavelmo, “Multiplier Effects of a Balanced Budget,” 
Econometrica Vol. XIII (1945), pp. 311-318; and the further comments by 
G. Haberler, R. M. Goodwin, E. E. Hagen, and T. Haavelmo, Econometrica 
Vol. XIV (1946), pp. 148-158; H. C. Wallich, “Income-generating Effects of a 
Balanced Budget,” Quarterly Journal of Economics , Vol. LIX (1944), pp. 78-91; 
N. Kaldor’s Appendix C to W. H. Beveridge, Full Employment in a Free So- 
ciety (New York, 1945), pp. 346-347; P. A. Samuelson, “Full Employment after 
the War,” in Postwar Economic Problems , edited by S. E. Harris (New York, 
1943), p. 44. W. A. Salant’s privately circulated memorandum was held up in 
publication by his war service. See also the early paper with similar notions 
developed from a different point of view by H. Somers, “The Impact of Fiscal 
Policy on National Income,” Canadian Journal of Economics and Political Sci- 
ence, Vol. VIII (1942), pp. 364-385. 
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ment — will result in an exactly equivalent increase in net national 
product. 6 

The explanations given for this paradoxical result are numer- 
ous: 

( 1 ) Mr. Salant pointed out that taxes do not enter directly into 
the net national product on the very first round, so that the two 
multiplier chains resulting from G and — W are respectively 

i + e+(C') 2 +(C') 3 + , 

-C'- (C 7 ) 2 - (C 7 ) 3 - 

with the difference being i regardless of the magnitude of C 7 . 

(2) Another mode of explanation is to say that to some degree 
taxes must “come out of saving as well as consumption.” Haavelmo 
has, with some justification, objected to this explanation on the 
ground that it erroneously suggests that the expansionary effect 
of a balanced budget is proportional to the quantitative size of the 
marginal propensity-to-save coefficient — which it is not. 7 

(3) A similar explanation follows the line that when the gov- 
ernment’s tax-financed expenditure is expanded, this amounts to 
adding an element in the system with a propensity to consume 
of unity. Increasing the weight of such an element must pull up 
the weighted-average propensity to consume of the community 
as a whole. 

(4) The last explanation, which Hansen himself emphasized, 
stresses that tax-financed government expenditure constitutes a 

6 If private investment is a rising function of total NNP, then the resulting 
increase in income and employment will be even larger; if, on the other hand, the 
net effects upon private investment are adverse, the increase in income will be 
smaller. Also it is quite possible that some changes in the distribution of dis- 
posable income might result, so that the saving and consumption schedules 
would shift in relationship to total disposable income. Consequently, the total 
income effects may differ, depending upon the type of taxes and the type of ex- 
penditures in question. For a development of this point, see R. A. Musgrave, 
“Alternative Budget Policies for Full Employment,” American Economic Re- 
view, Vol. XXXV, No. 3, June, 1945, pp, 387-400. 

7 But he perhaps stretches his case too far when he argues that the same re- 
sult is achieved when the marginal propensity to consume is exactly unity. For 
in that limiting case, our system becomes indeterminate and its multiplier 0/0 
so long as G === W. If W ^ G, the system is inconsistent. 
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part of the “circular flow” of society’s self-sustaining income. If 
the concept of net national product at market price had been ad- 
hered to from the beginning in our national income statistics, we 
should have more quickly emancipated ourselves from the Grover 
Cleveland notion of government expenditure as a subtraction 
from private national product. 

To realize that government expenditure on goods and services 
is itself part of national product is almost, but not quite, enough 
to demonstrate the validity of the balanced-budget theorem. Just 
one further step of reasoning is necessary for a logically rigorous 
proof: It must be shown that private disposable income will 
actually remain constant when tax-financed government expendi- 
ture is superimposed upon it. 

That private disposable income will remain constant is easily 
seen from Equation (5) or (6). Rearranging terms and designat- 
ing disposable income as y and the deficit as D, (= G — W), we 
now have 

(8) Y-W = C(Y-W) + 1 + (G — W) or 

y = C(y)+I + D 

Obviously, with G and W increased equally, with D and I un- 
changed, this equation determines y as a constant, y- Hence, total 
Y must increase one for one with the superimposed amount of G 
or W added onto the fixed base of private disposable income, y. 
Thus, the balanced-budget expenditure has a multiplier of exactly 
one; without recognizing this quantitative fact, we miss the kernel 
of the theorem. 

A few concluding observations may be made: ( 1 ) The above 
analysis shows that there is, strictly speaking, no true unique mul- 
tiplier to be associated with a deficit; i.e., dY/d(G — W) is un- 
defined until we know how the deficit is brought about in terms 
of the relative weights going to G and W. Such a “pseudo- 
multiplier” can be made to vary between minus and plus infinity. 
(2 ) Government transfer expenditure, as distinct from “exhaustive” 
expenditure on goods and services, tends to have a relatively weak 
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multiplier exactly like that of taxes. In fact, raising taxes and trans- 
fer expenditure simultaneously will (apart from redistribution be- 
tween income classes and indirect tax-distortion effects) have no 
effect on W or income. (3) The old Currie-Villard concept of 
“net income creating expenditure” of the government is seen to be 
slightly misleading. With no deficit, income may be created. It 
would be a little more appropriate to call this concept the “net dis- 
posable-income creating expenditure” of the government. This is 
because a unit increase in deficit has the same effect on disposable 
income as a unit increase in investment (or government expendi- 
ture) has on total net national product, as the reader may verify. 


Collections from a Given Tax Structure vs. Changing Rates 


Realistically, it is misleading to treat net tax withdrawals, W, as a 
direct policy parameter. Congress legislates government expendi- 
ture, G; but it can never legislate tax receipits. All it can do is 
legislate tax rates which determine the government’s net take at 
each different level (and composition) of national income. Any 
change in rates will necessarily change income, so that the legis- 
lators can never quite know what tax collections will be — without 
estimating the solution to the simultaneous equations of income 
determination. 

Instead of assuming W constant, therefore, we shall assume that 
it is a given function of income for each set of Congressional deci- 
sions concerning different tax rates and transfer expenditures. For 
simplicity, we may assume that the complex of rates can be sum- 
marized in a single parameter, r, which shifts the whole tax sched- 
ule up or down at each income level. Hence 8 


8 It would be more general to permit r also to “twist” the tax schedule as well 
as raise or lower it. This will produce only higher-order curvature effects on in- 
come which will be negligible for small changes in tax rates. In the general case, 

W = W (Y,r) and — — depends upon the level of income. 


Nevertheless, —■ / 


will be independent of any twist effect imparted 


by the term 


B 2 W 
3Y3r * 
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W = r + W (Y) 


3W" 

where W' ( Y) = is the marginal propensity to tax, a quantity 

which increases progressively with income. Our equation of in- 
come determination now gives us Y in terms of G, I, and r : 

(9) Y = C[Y — f — W(Y)]+I + G 

If we wish to illustrate the equilibrium graphically, we can 
easily do so as long as net tax rates, r, are constant. This being so, 
disposable irfcome, y = Y — r — W ( Y) , becomes a determinate 
function of net national product, Y. Therefore, consumption it- 
self becomes indirectly a function of Y, but now with a slope 
which is less than the marginal propensity to consume out of dis- 
posable income — perhaps by about a quarter. For fixed r, we plot 

C = C[Y — r — W (Y) ] = C(Y,r) 

where 


SC(Y,f) 

3 Y 


= C'(y)[r-W'(Y)] 


As we decrease r, the consumption schedule is shifted leftward 
(and upward) , but now by an amount greater than the reduction 
of taxes, and to an increasing degree as income increases. 

Equation (9) will yield us an income multiplier with respect 
to G or I, and also one with respect to r. These three are the only 
basic multipliers possible. But when any given combination of 
these three parameters has been changed, it is always possible to 
relate the resulting change in income to the resulting change in 
any other variable of the system. Such a ratio can be called a 
multiplier if one pleases, but really it is a mutatis mutandis concept 
and had better be recognized as a chameleon creature whose 
numerical value can be changed at will by specifying differ- 
ent combinations of variation in the basic parameters, r, G, 
and I. Examples of such a pseudo-multiplier will be provided 
later. 
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From Equation (9), we get the following two identical multi- 
pliers when we change only G or I: 


(10) 



3 C(Y,f) 

3Y 


1 

1 — C'(y) [ 1 — W'(Y) ] 


Because the marginal propensity to tax, W', is about one-fourth, 
the marginal propensity to consume out of national income will be 
only three-fourths as large as that out of disposable income. Con- 
sequently, our new multiplier will be much smaller, its weakness 
being due to the superimposition of “tax leakages” on top of “sav- 
ings leakages.” Even if people consume all their disposable income, 
the tax leakages would be a heavy drag — in either direction — on 
the system’s movement. 

For a change in G, we could easily calculate a pseudo deficit 
multiplier: 



1 

= (1 _c')(i - wo 

This may be very large indeed, because an increase in expenditure 
— after it has had a multiplied effect upon income — may be ac- 
companied by a substantial increase in taxes, with the result that 
a sizable change in income is associated with a small change in 
deficit. For a change in I only, the deficit goes down and income 
goes up, yielding a negative pseudo deficit multiplier, whose exact 
value the reader can easily verify to be the reciprocal of the 
marginal propensity to tax. 

Our last basic multiplier will be that giving the change in income 
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resulting from a unit autonomous downward shift of the tax 
schedule: 


( 12 ) 


’ dY I __ C'(y) 

d( — r)J i — C'(y) [ i — W'(Y) ] 


This results from differentiating Equation (9) with respect to 
r according to the stated rule of implicit functions. Note again, 
that (given the assumption of constant investment) tax reduc- 
tion is less powerful than expenditure. Beardsley Ruml does not 
have quite the leverage of Harry Hopkins. 


Three Paths to Full Employment 

Professor Bishop, in another paper in this volume (p. 317), has 
elaborated upon the three fiscal paths to full employment: (1) 
deficit spending (a change in G only, in our notation) ; (2) spend- 
ing without deficit (an equal change in G and W) ; (3) a deficit 
without spending (a reduction in net taxes, W, brought about by 
reducing rates, r, in W[Y,r]). Any two of the three cases can 
be combined to produce the third. Bishop prefers to regard (2) 
and (3) as “pure” cases, the former involving only expansion 
of the government component of net national product, and the 
latter involving only a change in the private sector. His first case 
is then simply a blending of these two. 

From the standpoint of policy manipulation, it might be pref- 
erable to regard (1) and (3) as pure cases, the former involving 

a simple change in G, and the latter a simple change in r or W. 
The balanced-budget case (2) would then represent an equal 
blending of the two pure cases. Either viewpoint is equally ad- 
missible. 

However, one thing is clear: Financial orthodoxy aimed at 
minimizing deficits turns out to be really most radical from the 
standpoint of maximizing free, private enterprise and minimizing 
the role of government. To a laissez-faire economist, route (3), 
which is the least orthodox, is the best path to follow when income 
is to be expanded. 
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IV. INTERNATIONAL TRADE AND INCOME 
DETERMINATION 

Very briefly, the treatment of international trade, neglecting 
the government and corporations, may be indicated. Net national 
product is now the sum of home-produced consumption goods, 
c, home-produced investment goods, I, and home-produced goods 
for export, X. In exports are included such invisible service items 
as shipping and (net) interest and dividends from abroad. Then 

Y = c + I + X 

If for simplicity we assume that imports, M, are all consumption 
goods, we may subtract and add M and rewrite this equation as 

Y = (c + M) + I + (X - M) 

= total consumption goods + invest- 
ment + foreign balance on current 
account 

The Department of Commerce includes the foreign balance in 
private net capital formation. 

As far as a single country is concerned, exports may often be 
taken as an autonomous factor, independent of income, without 
too great error. However, this is not strictly true with respect 
to some components of dividends payable to foreigners; also 
there will be some small reflex influence of our income on our own 
exports via the effect of our imports on income and imports of 
foreigners. These effects I disregard. Our demand for domestic 
consumption goods may be taken as a function of our national 
income, c ( Y) , exchange rates and relative prices being given. With 
domestic investment, I, being given, our income equation becomes 

(13) Y = c(Y) + I + X 

and our multipliers become 

[fH3 


1 — c'(Y) S'(Y)+M'(Y) 

i47 


Paul A. Samuels on 

where the marginal propensity to consume, c'(Y), falls short of 
unity by the marginal propensity to import, M', plus the marginal 
propensity to save, S'. The increase in imports and the pseudo bal- 
ance of trade multiplier can be shown to be given respectively by 
dM IVT 

(l5) dX = M' + S' 


v 7 , d(X-M) i-c'-M' 

These formulae, and indeed the whole analytical problem of 
exports versus balance of trade as multiplicand, are formally 
analogous to the problem of government expenditure versus defi- 
cit . 8 

An autonomous shift in imports would, other things being 
equal, have no effect on domestic income, except possibly through 
indirect effects which are excluded in this discussion. But most 
things which affect the propensity to import, such as tariffs, ex- 
change rates, and relative prices, would also affect the domestic 
propensity to consume in the opposite direction. Therefore, I shall 
not present a formal multiplier for a shift in imports. 

Are there not circumstances under which the balance of pay- 
ments, (X — M), rather than X is the appropriate autonomous 
variable or multiplicand? If so, and if C = c -}- M is a determinate 
function of income, C(Y) = c(Y) +M(Y), then the appro- 
priate income equation becomes 

(r 7 ) Y = C(Y) + I + (X — M) 


. 7 d(X-M) i-C'(Y) i _ C '(Y) - M'(Y) 

the same result as given just above. But now the pseudo-multiplier 

9 See D. H. Robertson, “Mr. Clark and the Foreign Trade Multiplier,” Eco- 
nomic Journal , VoL XLIX (1939), pp. 354-356, for the classical treatment of 
this problem. 
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has become the genuine article; and through our change of hy- 
pothesis, the basic multiplier has become a chameleon. 

A few concluding observations may be made concerning inter- 
national trade: ( i ) It is true that price changes, such as result from 
gold flows or exchange rates, find themselves supplemented by 
income effects. Nevertheless, when a country’s exports increase, 
the resulting induced change in imports brought about by the 
income multiplier will always fall short of restoring equilibrium 
by an amount which depends on the relative strength of the 
marginal propensity to save and the marginal propensity to im- 
port. See Equation ( 15) . 

(2) When relative price changes are introduced into the pic- 
ture, it becomes even more possible that domestic employment 
may be improved by a change in conditions which simultaneously 
expands exports and contracts the trade balance. This cannot be 
elaborated upon here. 

(3) The cases in which the trade balance can be treated as an 
autonomous element are necessarily those in which — through the 
action of exchange control, exchange depreciation, or lender- 
borrower psychology — capital movements prove to be the bottle- 
neck to which trade movements adjust themselves. The post- 
World War II world, where the availability of dollars calls the 
tune, may be such an example. In many if not most of such cases, 
imports are adjusted to exports so as to realize the preassigned 
balance of trade (for the foreign country at any rate) and the 
assumed relations between home-consumption goods, imports, 
and income cannot be assumed to hold, so that Equation (17) 
must be used with caution. 

(4) Throughout part of this discussion, I have been following 
the customary loose practice of treating the foreign trade mul- 
tiplier as if it were concerned only with the balance of trade and 
not with the more inclusive balance on current account. Usually, 
this does not matter since everyone realizes that shipping is just 
like exports, and tourist expenditure just like imports. 

But confusion almost always arises in connection with interest 
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and dividend payments. Very often one encounters the following 
type of statement: “Foreign lending for a while creates domestic 
employment. But finally, when interest payments become larger 
than new lending, the balance of trade will become unfavorable — 
with necessary adverse effects upon domestic employment The 
italicized passage is absolutely wrong. 

Interest received from abroad, per se, increases domestic em- 
ployment through its favorable secondary effects on consumption 
spending. To some (small) degree it increases our imports and 
thus tends to-solve its own “transfer problem.” But, alas, this effect 
is necessarily an incomplete one, so that exchange depreciation 
may be necessary for the paying country; the unfavorable em- 
ployment effect of this must be compared with the favorable 
effect previously mentioned. Strangely enough, from the stand- 
point of modern income analysis, the Ohlin position of “conserva- 
tion of purchasing power” becomes something of an archaic 
throwback to the classical Say’s Law; and the orthodox econ- 
omists (including Keynes), through bumbling reasoning, seem 
to have approached the correct position. 

(5) A simultaneous increase in exports via reciprocal lowering 
of trade barriers will improve the efficiency of the international 
division of labor. But ordinarily its favorable effects upon employ- 
ment are likely to be unimportant — except to the quite limited 
degree that the release of exchange controls can be expected to 
diminish thriftiness. This follows from Equation (17) and the 
earlier remarks concerning an autonomous shift in the import 
schedule. 

Throughout the remainder of this paper, I shall follow the 
convention of including the foreign balance in private net capital 
formation, I, and shall not attempt to isolate that part of each 
component of net national product which can be imputed to 
home-owned factors. Therefore, international trade will be im- 
plicitly, rather than explicitly, in the income system. 
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V. THE BUSINESS CORPORATION AND INCOME 
DETERMINATION 

The public’s disposable income, y, falls short of net national 
product, Y, by more than taxes or net withdrawals once we 
admit the corporation into the picture. Taxes may now be split 
into business and personal, although the dividing line becomes 
rather arbitrary. But more important, corporate earnings (after 
corporate income taxes) may not all be paid out in dividends; 
undistributed profits may be ploughed back into thfe business, or 
in very bad times dividends may be maintained in excess of stated 
earnings. In short, algebraic net business saving, B, must be sub- 
tracted from net national product, along with taxes, before we 
get the disposable income of consumers. 

If initially we ignore the role of government, our simplest in- 
come equation now becomes 

(19) Y = C(Y-B) +f. 

An increase in investment will increase income; an increase in 
net business saving will, by itself, reduce disposable income, con- 
sumption, and income. The reader should be able to compute the 
appropriate multipliers [dY/dl] and [dY/dB]. But first com- 
pare this last equation with our earlier treatment of government 
in Equation (5). It is easy to see that I and B are — in their relation 
to income and each other — playing exactly the same roles as did 
G and W respectively. This tells us immediately that a reduction 
in corporate saving is not quite so stimulating as an increase in 
investment. 

The Income Stimulus of Corporations 

It also casts light on the way to measure the stimulating influ- 
ence of business enterprise. Among income analysts, the notion 
is thoroughly discredited that corporations are flooding the com- 
munity with purchasing power whenever they pay out more in 
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dividends than they receive in earnings. Fortunately, this is so 
because in most years, net business savings are positive rather 
than negative, and a logical application of the discredited view- 
point would have led to the anomalous conclusion that business 
enterprise is normally deflating the community. At the other 
extreme are those who seem to argue that any real corporate in- 
vestments made out of ploughed back profits, are fully income 
creating so that when corporate taxes take away funds that 
would be added to surplus, employment is being greatly re- 
duced. 10 » 

Probably most income analysts will prefer a third magnitude to 
measure the income stimulus emanating from corporations — 
namely, the difference between net business investment and net 
business saving (or what is the same thing, the difference between 
these gross magnitudes) . Even this third measure, however, turns 
out to be not quite correct. Just as a balanced budget increases 
income with a multiplier of one, so will a balanced increase in 
business investment and business saving increase employment and 
income. But, and this the reader can verify by treating Equation 

(19) the way (5) was treated, there will be no secondary multi- 
plier effects. 

The Corporate Propensity to Save 

It would be more realistic to modify (19) by making net busi- 
ness saving some function of net national product or B = B (Y) . 
This would give us 

(20) Y = C[Y-B(Y)] + I = C(Y) +1 
and 

1 

1 — C' ( Y — B) [ 1 — B ; (Y) ] 

10 This would be nearly true if stockholders treated undistributed profits as 
part of their disposable income for consumption purposes. This is not realistic 
because capital gains are not actually, or believed to be, equal to additions to 
book surplus. 
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Between the wars, the marginal propensity of corporations to save 
appeared much more important than that of families. This may, 
however, be a short-run cyclical phenomenon which would not 
be true of the secular growth of high and stable levels of income. 
Much more statistical study of corporate behavior is needed, 
especially since there is no reason to expect the invariance of any 
unique simple hypothesis . 11 

VI. SYNTHESIS 

One of the great advantages of quantitative econometric model 
building is the fact that the writer is pinned down by the concrete- 
ness of the arithmetical figures to making specific hypotheses about 
all the relevant magnitudes. We may summarize, therefore, all 
the special cases considered up until now by considering the sim- 
plest complete income model which takes account of all com- 
ponents of national product. 

As always, net national product is the sum of consumption, C, 
investment, I (including the net foreign balance), and govern- 
ment expenditure on goods and services, G: 

Y = C + I + G 

For simplicity, G and I may perhaps still be taken as autonomous 
factors, although the reader may easily modify this assumption. 
But if consumption is to depend upon disposable income, a long 
list of assumptions must be made concerning the numerous sub- 
tractions which first have to be made from net national product 
before we get disposable income. These subtractions are: 

(a) Business taxes, BT, which we may assume are a function 
of income. 

(b) Net corporate saving, B, which is the difference between 
corporate earnings (after taxes), E, and dividends, D, not to be 
confused with the deficit referred to earlier. Earnings may, for 

11 For example, in (19) B may be made a function of I rather than Y giving a 
SB 

multiplier of (1 — C'-gp) -i~ (1 — C'). 
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simplicity, be assumed equal to a function of income; although a 
good argument could be made for the alternative assumption that 
earnings before taxes are an invariant function of Y regardless 
of tax policy. Dividends may most simply be made a function of 
earnings, although their simple correlation coefficient has not 
been very high in the past. 

(c) Net personal taxes or withdrawals, PW, where transfer 
payments have been treated as negative items. (Obviously, 
PW + BT = W.) This term PW might be made a function of 
“income pai,d out,” but for simplicity in grouping it with busi- 
ness taxes, we shall make it a function of total net national product, 
orPW(Y). 

Mathematically our hypotheses are 

C = C(Y — BT — B — PW) = C(Y — W — B) = C(Y) 
W = BT(Y) + PW(Y) = W(Y) 

B = E — D = E(Y) — D[E(Y)] = B(Y) 

I = I, G = G 

Our simple income equation finally becomes 

(22) Y = C[Y — W (Y) — B(Y) ] + G + 1 

The interested reader may depict this equilibrium graphically, 
and introduce policy parameters — such as tax rates, r, or cor- 
porate “thriftiness” — into various places in this equation and work 
out the appropriate responses. 12 He may also introduce induced 
investment if he pleases, or otherwise vary the hypotheses. 

In all essentials, our final equation epitomizes the important 
previous equations, which are respectively (1), (5) or (9), (13) 
or (17), and (19) or (20). 

12 The response to a change in G or I can be verified to be given by 

fdYT __ rdYl _ 1 

LdGJ Ld!j i-C'(Y) [i-W'(Y)-B'<Y)j 

where B' (Y) = E'(Y) [i — D'(E)]. This is placed in a footnote to emphasize 
that the parent income equations are more important than their multiplier off- 
spring. 
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In conclusion, I would not be doing justice to the pragmatic 
realism of Professor Hansen, if I did not emphasize the violence 
done to complex reality by the simplified statical abstractions of 
this paper. 
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Income Redistribution Reconsidered 

-»> BY -ss* 

DAVID McCORD WRIGHT 


Equalitarian trends in modern economic literature have been 
carried so far as to approximate advocacy, in some instances, of 
virtually equal distribution . 1 Yet increasingly today it is realized * 
that undiscriminating application of crude redistributive tech- 
niques can frustrate its own aims . 2 Brief summary, therefore, of 
certain considerations relatively neglected today seems desirable, 
and, in particular, more explicit integration is needed of economic 
standards with those political and philosophic ideas which are 
frequently the genuinely controlling factors. 

I. FUNCTIONAL CONSIDERATIONS 

“Functional” arguments for income redistribution — the be- 
lieved necessity of increasing the propensity to consume — have 
been the most prominent in recent literature. The writer has stated 
his views on this problem in other papers, and, in order to focus 

1 Compare, for example, Professor Pigou’s cautious treatment in his Economics 
of Welfare, 4th ed., Macmillan, 1938, Part I, Chapter VIII, with Mr. Tibor 
Rarna’s Redistribution of Incomes 1937, Oxford University Press, 1945 — espe- 
cially the concluding sections. I wish to acknowledge my indebtedness to Pro- 
fessor T. R. Snavely of the University of Virginia for many valuable references 
and suggestions in this regard. 

2 Cf . J. Keith Butters and John Lintner, Effects of Federal T axes on Growing 
Enterprises, Graduate School of Business, Harvard, 1945; Kenneth E. Boulding, 
“The Incidence of a Profits Tax,” American Economic Review, Sept. 1944, p. 
567; E. D. Domar and R. A. Musgrave, “Proportional Income Taxation and Risk 
Taking,” Quarterly Journal of Economics, May 1944, p. 388; A. P. Lerner, 
“Functional Finance and the Federal Debt,” Social Research, Feb. 1943, pp. 45-46. 
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attention on less discussed points, only a few conclusions will be 
given. It is submitted that there is no objectively necessary secular 
shortage of investment outlets relative to secular consumption 
trends . 3 Keynesian policy uncritically applied contains an im- 
plicit possible stalemate. Redistribution may increase demand 
but, by unduly burdening supply, could merely result in higher 
prices without proportionate output increases . 4 The secular in- 
vestment problem is envisaged as one of ideological and institu- 
tional friction in which poorly planned and excessive redistribu- 
tion plays an important role . 5 Also cyclical stability, so far as it 
concerns consumption, seems rather a matter of marginal than 
average propensities to consume, and income redistribution is too 
slow in effects to be an important factor here . 6 Redistributive argu- 
ments therefore should be founded more on matters of “reform” 
and political philosophy than mechanical functioning of the 
system. 

Concerning reform, impressions are frequent that “ethically 
neutral” mathematical reasoning yields scientific proof that total 
subjective “satisfaction” (utility? happiness?) is greatest with 
equal or nearly equal income distribution. But valid application, 
to income, of “scientific” laws of diminishing marginal utility, 
requires very severe assumptions . 7 One considers individuals with 
similar tastes and capacities for enjoyment over a short period. 
Familiar analogy with ice cream sodas, and other standard ex- 
amples, then yields a plausible general inference that equal distri- 
bution furnishes maximum satisfaction. 

The qualifications, however, are easily forgotten. Yet what of 

8 D. M. Wright, “‘The Great Guessing Game’ — Terborgh versus Hansen,” 
Review of Econotnic Statistics , Feb. 1946; “Hopes and Fears, the Shape of 
Things to Come,” Review of Economic Statistics , Nov. 1944. 

4 D. M. Wright, The Creation of Fur chasing Power , Cambridge, Mass., 1942, 
Chapter III; “The Future of Keynesian Economics,” American Economic Re- 
view, June 1945, p. 302. 

5 Wright, “The Great Guessing Game,” op . cit.; “ Hopes and Pears” op. cit. 

6 Wright, T he Creation of Purchasing Power , op. cit. 

7 Cf. A. P. Lemer, Economics of Control , New York, 1944, Chapter 3; J. E. 
Meade, Introduction to Economic Analysis and Policy , Oxford, 1937, Part III, 
Chapter I. 
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those individuals who derive special satisfaction from prospects 
of improving their income by their own exertions? 8 What of 
possible frustration of special instincts of workmanship involved 
in creating an expanding enterprise? What of possibly aggravated 
inequality of political power? What of the longer run? Perhaps 
substantial raises over a short period obey the “scientific” law. 
But a distinction similar to, and allied with, Samuelson’s distinc- 
tion between long- and short-run propensities to consume, suggests 
that most people, after an interval, assume the wants and expendi- 
ture patterns of their new level . 9 With wants thus? expanding, 
assumption of diminishing utility seems highly questionable. 

It follows that at no time in the present real world are tastes of 
different income brackets similar. Furthermore reversal may be 
exceedingly painful. Assuming dollars substracted from accus- 
tomed income to have increasing significance to the loser, while 
those added decrease in significance, and remembering how far 
down we must go to obtain literal equality, it might well be that 
total utility lost would be more than total utility gained. This 
might appear a “short-run” phenomenon of the half century or 
more which memory of old habits and customs would take to 
die. But important individual differences do not result merely 
from different income. Drastic conditioning — wiping out the race 
memory of a generation — might induce somewhat greater simi- 
larity. But the “scientific law,” so qualified, depends, for any sur- 

8 Cf. Nicholas Kaldor, “Welfare Propositions of Economics,” Economic 
Journal , Sept. 1929, p. 551; C. Sutton, “Economic Theory and Economic Policy,” 
Economic Journal, March 1937, p. 44. 

9 Pigou all but grants this temporal aspect of the problem in his discussion of 
a sudden increase in income leading to dissipation in “exciting pleasure” . . . 
“but if the income is maintained for any length of time this phase will pass,” 
Pigou, op. cit., p. 91. Pigou speaks of the more “intensely felt” wants of the poor. 
As long as we are dealing entirely with subjective satisfaction, I greatly doubt 
the scientific validity of this. There are wants which from some point of view of 
social value judgment we may prefer to satisfy rather than others. But so far as 
mere “enjoyment” goes, it is doubtful if they are more keenly “felt” If this 
were not the case, why would it be necessary to set up food-stamp plans, etc. to 
force the poor to “spend” their money more “sensibly.” A wealthy woman may 
prostitute herself for social “advancement” as well as a poor one for food — or 
for beer. 
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viving validity, on an idea definitely a value judgment: that con- 
ditioned taste similarity is desirable. 

II. QUALITATIVE STANDARDS 

“Satisfaction” is an elusive term confusing “enjoyment” or 
“pleasure,” derived from “consumption,” with “contentment” or 
“happiness,” yielded by a well-integrated creative life . 10 One ac - 
customed level of income — if life be maintained at all — probably 
yields no more subjective “satisfaction,” in the first sense, than 
another. Social progress concerns more the quality of men’s lives 
than the cost of their plumbing. We must evaluate income redis- 
tribution by a qualitative standard. 

One such standard is the idea that virtual income equality helps 
remove envy, rivalry, conflict, and frustration from economic life. 
But what is gained by eliminating rivalry for income if rivalry 
for power or prestige remain? Sparsely settled communities of 
meditating ascetics might have no government and no rivalry. But 
an integrated machine economy, even if the “state” has “with- 
ered,” implies a hierarchy of technical operatives, and enough 
ambition must survive for men to want responsible operative posi- 
tions. Yet even R. H. Tawney writes: 

“Equality” possesses more than one meaning. It may purport to 
state a fact or convey the expression of an ethical judgment ... it 
may affirm that men are, on the whole, very similar in their natural 
endowments of character, and intelligence. On the other hand . . . 
that while they differ profoundly . . . they are equally entitled as 
human beings to consideration and respect, and that the well being 
of society is likely to be increased if all men are equally enabled to 
make the best use of such powers as they possess ... If made in the 
first sense the assertion of human equality is clearly untenable. It is 
a piece of mythology against which irresistible evidence has been 
accumulated . 11 (italics added.) 

10 Cf. J. S. Davis, “Standards and Content of Living,” American Economic 
Review , March, 1945. 

11 R. H. Tawney, Equality, London, George Allen & Unwin, Ltd,, 1929, p. 34, 
Reprinted by permission. 
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Granting this, however, and supposing we conclude it desirable 
to give at least some responsibility to those most competent in 
their respective fields, a problem of selection immediately appears. 
But those not selected may feel hurt. The argument against in- 
come difference, per se, closes its eyes to the profundity of the 
problem of frustration as we find it in our universe. Buddhism 
knows better. Thinkers who begin by abolishing capitalist income 
incentives because of possible frustration and conflict will soon 
find what is needed is abolition of all incentives: “The rage to live 
which makes all living strife.” Social life cannot abolish rivalry — 
it can only change its form. For example, we may hold it bad to 
compete over business orders, while quite all right to compete over 
political elections, but the fact of rivalry remains. 

Judged from the viewpoint of choosing among alternate forms 
of rivalry rather than eliminating it entirely, capitalist competition 
and income incentives are submitted to compare much more favor- 
ably. Two main standards must be noted: democracy of life and 
aspiration, and technological creativeness. While the analysis of 
Section I could be carried to denial of the value of material 
progress, we do not go so far. Mere gadgets will certainly never 
solve the fundamental problem of the true and the beautiful. But 
increasing technical efficiency reduces the amount of personally 
degrading labor, increases health, and, as a matter of history, has 
been accompanied by increasing social conscience and reduction 
of caste barriers. 

Yet material progress is not a matter of mere “extension” — not 
simply making “more of the same.” I find my chief sanction for 
the competitive order in what may be called the “Law of Deterio- 
ration of Self-perpetuating Groups.” Where access to the top is 
conditioned on the consent of those already there, promotion is 
likely to go to the agreeable conformist rather than the able ex- 
plorer. The group in power increasingly surrounds itself with yes 
men. The caliber of the “palace guard” rapidly declines. 

One need set up no myth of perfect competition. But will any- 
one deny that, relative to the feudal planned states which preceded 
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it, the capitalist upper classes in this country have been more open 
to access from below than any society we know of? And it is 
precisely because of this that the new technical idea has had so 
tolerable a chance. 

Impressive relative short-run efficiency in certain instances of 
planning may often be explained by reference to what can be 
called the “idea of an Imperial Age.” When ideological decay has 
undermined the sanctions for competitive change, when pressure 
groups begin to run riot, then centralized power may be called 
in to reassert the general welfare. Undoubtedly in the short run the 
new control will be more efficient. It may realize fairly fully the 
latent technical implications of the state of the arts when it took 
over. But the springs of further progress are being drained. Thus 
the flowering of Roman life under Octavian led to no comparable 
further development. A comprehensively planned state, however, 
implies eventual rule by a self-perpetuating group of specialists. 
For, in planning what industries shall expand, one almost inevitably 
plans what groups shall hold power. Tremendous authority is 
given to the vested interest, and technological stagnation seems an 
almost inevitable result. 

Not merely technological change but political democracy are 
involved. Many speak as if mere holding of elections, plus uni- 
versal suffrage, were sufficient to protect the individual despite 
changes in economic organization. There is a species of analogy 
and ideal of one vote, one dollar, one citizen. But anyone with 
political experience knows that, past the town meeting when the 
individual may have a direct hearing, and indeed even then, what 
counts is control of the organization, or influence with its mem- 
bers. 

The masses may retain a residual veto, but its effectiveness, and 
the degree of abuse needed to call forth its exercise, depend largely 
upon the relative economic independence of the voter. The really 
crucial point is that in a large electorate the “outs,” to be effective, 
must organize. And, if opposition leaders can be neutralized before 
organization is completed, the “ins” may retain power almost in- 
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definitely. Terror is an obvious method. But comprehensive 
planning makes possible nearly equally effective, though more 
suave, economic reprisal. In a reasonably prosperous and competi- 
tive capitalism a dissenter has a chance to transfer beyond the 
reach of an oppressive boss. In a comprehensively planned state 
transfer beyond the reach of the ultimate employer is impossible. 
The voter then, in political or union election, is seldom really free. 

In the same way selection by competitive examination tends also 
to create a narrow clique. For the examiners, even if honest, will 
want correct answers, and they are the judges of what is correct. 
Again the pattern will tend to freeze. When we consider the 
rancid bitterness and frustration possible in bureaucratic life, the 
bootlicking of superiors, the bullying of inferiors, and the hope 
long deferred of the seniority system, it is not so clear that capital- 
ist methods of selection and motivation are the most unworthy. 
The frustration of inventive-creative impulses by the dead hand 
of self-perpetuating in-groups seems to me a qualitative issue of the 
first importance, most imperfectly compensated for by increased 
leisure. Nor does comprehensive planning appear so much an al- 
ternative to, as an extension of, monopoly capitalism. If, as some 
have charged, large business makes work less fun for most people, 
further concentration of control narrows yet more the group 
who can create and plan. We must not only consider the life of 
those few at or near the center of controls, but also the many who 
are far removed. 

III. EQUALITY OF OPPORTUNITY 

From the foregoing it follows that measures which dispro- 
portionately hamper the rise, on independent terms, of the 7iew 
man, and the new enterprise, strike directly at the democracy and 
the technical creativeness of our society. These reflections, plus 
certain technical matters about to be reviewed, lead to standards 
of policy running in terms of a “fair chance,” and an adequate 
turnover, rather than a more or less flat distribution curve. Social 
equality, as Tawney concedes, is not the same thing as equal in- 
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come: “A community . . . marked by a low degree of economic 
differentiation, may yet possess a class system . . . rigidly de- 
fined ... it may be marked by a high degree of economic differ- 
entiation and yet appear . . . comparatively classless.” 12 The 
valid sanction (to our culture) for redistribution is, as I see it, 
simply the application of a democratic prejudice against allowing 
cumulative advantages of birth to pile up indefinitely. But an iden- 
tical start means destroying the family. Redistribution is much 
the same thing as handicapping in a race and bears a strong puni- 
tive aspect. »Nor should it be forgotten (however unpopular a 
view) that there are also disadvantages to being born wealthy. 
We must therefore be careful lest our policy backfire in unin- 
tended directions and lest it destroy valuable incentives. On this 
basis the fundamental point of this essay may be very briefly sum- 
marized: The redistribution of income and wealth is not the same 
thing as the redistribution of opportunity. A high progressive tax 
on large incomes may not increase the opportunities or the well 
being of the remainder of society — it may even decrease oppor- 
tunity for the remainder of society. 

One easily visualizes wealth redistribution as taking money 
from rich people and giving it to poor people. But this is true only 
in a very sophisticated sense. Money collected does not go directly 
to the poor — it goes to the government. It does not directly build 
up the poor — it builds up the government. The poor do not so 
often get purchasing power which they can spend as they wish, 
as services which they may not want. Nor do they get the full 
benefit of the taxes, but the taxes minus deductions (and possible 
wastage) for government service. 

Mr. Tawney sets a goal of relative “equality of opportunity” 
as follows: “If every individual were reared in conditions as 
favorable to health as science can make them, received an equally 
thorough and stimulating education up to sixteen, and knew on 
reaching manhood that, given a reasonable measure of hard work 

12 Tawney, op. cit., pp. J5 -6. Reprinted by permission. 
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and good fortune, he and his family could face the risks of life 
without being crushed by them, the most shocking of existing 
inequalities would be on the way to disappear.” 18 Patently such 
a goal implies large scale government action. But government 
action is not restricted to such fields, and it is time that we began 
to evaluate more fully the immense possible amount of non- 
pecuniary privilege and resource consumption which can be made 
available to those in control. 

Liberals, particularly in this country, have advocated high 
progressive income taxes with the largely unconscious, or unex- 
pressed, mental assumption that that is the way to get a nation of 
many middle-sized, independent businesses and many middle- 
class, independent people. But this assumption does not automati- 
cally fulfill itself. We may well get instead a nation whose eco- 
nomic life is carried on by the state, or by a few corporations 
owned or controlled by the state; and a population not of inde- 
pendent middle-class owners, but of dependent clerks and gov- 
ernment employees. The flow of money and resources into gov- \ 
ernment hands, and hence the power of the state, is directly 
increased without being at all sure that any reciprocal, or pro- 
portionately reciprocal, benefits will be forthcoming to the indi- 
vidual. 

Mention of such possibilities leads to the second aspect of the 
problem— the actual diminishing of opportunity. For, as has been 
often pointed out (though scarcely sufficiently), income taxa- 
tion, even at a flat rate, can well favor the man who is already rich 
at the expense of the man who is trying to better his economic 
status; the established old firm as against the enterprising new one. 
The addition of high progressive rates, under usual statutes, makes 

13 Tawney, op. cit., p. 193 . 1 accept this quotation as a statement of fundamental 
goals. But, as he concedes, “Sharp contrasts of pecuniary income might still 
remain.” And though he adds “as long as society were too imperfectly civilized 
to put an end to them,” the argument of this essay is that income differences, like 
policemen and other evidences of lack of “civilization,” have a very useful func- 
tion and are unlikely to prove unnecessary for general society this side of the 
millennium. (Reprinted by permission.) 
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conditions much worse, and the result is frequently a policy for 
those “already there” — a policy which helps monopoly and in- 
creases social stratification. 

One of the most important and largely unconscious assump- 
tions of the general public regarding income taxes is that the re- 
ceipt of a large income means the possession of a large fortune. 
A closely allied idea is that the imposition of a heavy income tax 
redistributes a large fortune. Neither is correct. For the size of a 
man’s income may bear little relation to his wealth, while the 
heavy taxation of income does not per se redistribute capital . 14 

Inequities of our income tax laws in the case of fluctuating in- 
come, and of insufficient deduction for loss, have received sym- 
pathetic attention, and some remedial action in recent years. Since 
the risky new firm, and venture capital generally, is likely to have 
a more fluctuating income, it is obvious that these disproportionate 
burdens fall directly upon the very class of people and of invest- 
ments which we should be most anxious to encourage. Various 
authors have pointed out that adequate loss deductions and carry- 
over provisions could largely equalize the effective rate in such 
cases, and it is to be hoped that further reform on these lines will be 
forthcoming. What is less understood is that, even making all 
these adjustments, and even supposing a flat rather than a progres- 
sive rate, income taxation still bears disproportionately against the 
new man. 

A firm which has already accumulated enough capital can 
afford to pay more than half of its income in taxes. Not so the firm 
with little capital which is endeavoring to retain funds for expan- 
sion. And in a dynamic capitalism the absolute income of active, 
and relatively small, new businesses may be nearly as large, and 
hence taxed at nearly as high a rate, as the income of older static 
firms. In the same way the beneficiary of a trust fund can well 
afford to pay three-fourths of his income in taxes. There may be 
“plenty” — as one often hears — left for him. But his income comes 

14 Butters and Lintner, op. cit.; Domar and Musgrave, op. cit.; Lemer, “Func- 
tional Finance,” op. cit. 
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in year in and year out. Not so that of the active business or pro- 
fessional man. Furthermore, so far as inheritance and estate taxes 
are concerned, it may take a century to level down a large fortune 
— assuming even ordinary care in drawing of wills and preparation 
of trusts . 15 But very few new fortunes can be made. Our tax laws 
thus accomplish the distinguished result of making things easier 
for the second generation beneficiary than for the active founder 
— easier for the descendant than for the ancestor. 

One conclusion indicated by this analysis is that we should ex- 
plore the possibility of setting rates which would take into ac- 
count the resources, as well as the income of the firm, and the 
individual. In the case of the individual, the earned income credit, 
now abolished, was a step, though a most inadequate step, in the 
right direction. In the case of a corporation, given two firms with 
equal income, the one with the smaller invested capital might be 
taxed at the lower rate . 16 In that way the two concerns would be 
put more nearly on an equality as far as ability to expand is con- 
cerned. Merely to state the problem, however, shows its difficulty, 
and it is doubtful if any administratively satisfactory method of 
doing the job could be found. 

Suppose, however, that someone does discover a method by 

15 There are two aspects of this case. First, on the legal side, an estate is taxed 
in general only once for each transfer. But even under the rule against perpetui- 
ties property may usually be tied up under one will for “Life or lives in being 
and twenty-one years thereafter.” Thus, if the first beneficiary lives sixty years 
after the decedent’s death — which is easily possible — the property will not pay 
another estate tax for eighty -one years. So much for the law. 

Looking at the matter from the other side, however, I do not believe the 
average advocate of drastic redistribution has any idea of how easy it is to lose 
money. The world looks very different depending upon one’s location in the in- 
come structure, and to those at the top the most impressive thing is the rapid 
turnover in the possession of outstanding fortunes. Yet here again, as Professor 
Simons and others point out, our liberal program has back-fired in the direction 
of making it easier to hold on to the capital of an estate. We have penalized risky 
and productive new investment (see text) and at the same time flooded the 
market with virtually riskless government securities. 

16 The fact that I have found it impossible to find an adequate accounting 
expression to convey my idea in this connection shows its administrative diffi- 
culty. I am indebted to Professor F. S. Kaulback of the University of Virginia 
for help in this regard. 
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which income tax rates can be set to bear as heavily against the 
old firm and the established man as against the new. Would we 
then be justified in pushing up our rates to very high levels and 
carrying through a drastic redistribution program? The answer 
compels a consideration of the absolute price of enterprise. 

Fashionable doctrine in recent years would have it that business 
men work chiefly for fun and prestige. They are said to bring 
home a profit as a hunter brings home a duck, and prospects of a 
very small one seem thought sufficient to induce pursuit of the 
chase on the'windiest day . 17 

The writer does not deny the importance of the creative and 
prestige features. But there are other motives also. As Dr. Ken- 
neth Boulding reminds us, the entrepreneur has not merely a 
choice between profit and loss. ls He has a choice between action 
and non-action as well. In some cases a man may work harder 
with a high profit and income tax — in others not. The greater the 
extent to which the pleasures of leisure and cultivated hobbies are 
preferred, the more likely will the tax be to discourage entrepre- 
neurial activity. Putting the argument at its lowest terms, it would 
seem evident that there would be, at the least, a margin of possible 
entrepreneurial action, concerning which income and inheritance- 
tax laws, by making it more difficult to transmit an estate, cast the 
balance in favor of leisure. 

Recurring to the hunting example, it might well be asked if a 
professional hunter would bring in quite so many ducks if he knew 
that nine of every ten would be taken away? And the writer sub- 
mits that the “steadiest” capitalist motives have been as follows: 
The corporation still in the active expanding stage is more in- 
terested in retaining earnings to pay off debts and expand opera- 
tions than in paying out dividends. The usual capitalist individual 
is more interested in the accumulation of a fortune than in the en- 
joyment of income. Furthermore, he is interested in the ac- 

17 J. M, Keynes, The General Theory of Employment , Interest and Money , 
New York, 1936, p. 376; Wright, “The Future of Keynesian Economics,” op . cit. h 
pp. 301-302. 

18 Boulding, “The Incidence of a Profits Tax,” loc. tit. 
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cumulation of a fortune largely to transmit it to his children. 

We might perhaps, by appropriate modifications of income tax 
law, give the new corporation a fairer chance to accumulate capi- 
tal. This might take care of the first problem. But still there would 
remain the problem of personal incentive, and we are too apt to 
forget that enterprises are initiated and corporations managed by 
people. No corporation ever did anything. The people in a corpo- 
ration do whatever it does. If they have no incentive to act as 
good corporate officers, the corporation has no incentive. So far 
as the professions go there can be little question that the income 
tax has had serious effects on incentive. Why not the profession of 
being an executive? The real basis in the minds of many people 
for income and inheritance taxes is ethical dislike of capitalist in- 
centives. Such hostility may be valid, but it is not honest to present 
as reform what is in fact, considering the magnitude of the changes 
envisaged, revolution. 

IV. CONDITIONS OF DEMOCRATIC PROGRESS 

Our modern equalitarian movement is a blend of many forces. 
Some of them are among the noblest aspirations of mankind. 
Others are not. Nearly two centuries ago Dr. Johnson declaimed 
against the ideal of equality of opportunity. He argued that per- 
mitting ambition in everyone would greatly increase unhappiness 
— for only a few could be at the top in any generation. Following 
this line, it could be maintained that the idea of relatively equal 
opportunity is a self-defeating one. The more nearly it is attained 
the less will those who do not rise be prepared to admit the in- 
evitable implication regarding themselves, and the more fiercely 
will they try to blame their personal failures upon “the system.” 
Furthermore, since absolute perfection in this, as in other goals, 
is never attainable, one will always find some degree of justified 
grievance upon which to rationalize. We receive, therefore, rela- 
tively little opposition when we speak of income tax reforms to 
“encourage competition,” but if we mention inequality as an in- 
centive we arouse all the equalitarian prejudices of the age. The 
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basic problem lies in the fact that possession and transmission of 
some relative advantage is part of the absolute incentive. We can 
never overcome this entirely. The solution — in so far as there is 
a solution — is (a) state outlay for the less favored, financed by 
taxation more proportional than progressive; and (b) preservation 
of enough competition to keep the social structure adequately 
fluid. 

The real issue is stated by Professor Pigou: “After all it may be 
argued [that] the real income that [the descendants] consume 
might not have come into existence at all unless their ancestors, 
for the purpose of enabling them to consume it, had made special 
efforts to work and save, and so helped to build up productive 
equipment. It is the moral not the economic evil that repels.” 19 
Yet it seems scarcely justified to speak as Tawney and Pigou do of 
the wasteful consumption of the rich as a major problem. Any re- 
sponsible statistician can show what a small fraction the consump- 
tion of the wealthy is either of total output, or the demands of the 
poor. Income passed on to descendants may be a very small part of 
the total addition to net social product derived from capitalist in- 
centives. A sounder view is that of Lord Keynes: “The rich were 
allowed to call the . . . cake theirs on the tacit underlying con- 
dition that they consumed very little of it.” 20 
Again Mr. Tawney writes, “The more anxiously . . . society 
endeavors to secure equality of consideration . . . the greater 
will be the differentiation of treatment, which, when once their 
common human needs have been met, it accords to the special 
needs of different groups and individuals.” 21 But if, as our argu- 
ment would imply, the imposition of drastic equalitarian taxation 
greatly impairs the adaptability and sensitiveness of the exchange 
mechanism, then Tawney ’s conclusion would by no means follow. 
If the argument of Section II be accepted, and if we believe that 
technical progress has at all helped the poor, then there is per- 

19 A. C. Pigou, Socialism versus Capitalism , The Macmillan Company, 1937, 
p. 16. Reprinted by permission. 

20 J. M. Keynes, Economic Consequences of the feace , London, 1920, p. 20. 

21 Tawney, op . cit., p. 39. Reprinted by permission. 
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petual conflict between the extent to which we may pursue equal- 
ity today, and the extent to which we may hope for greater output 
tomorrow. 

The clue to social progress, it is submitted, lies not in abolishing 
the competitive game, or even in removing income incentives, but 
in improving the rules by education of the players. Putting the 
matter in a somewhat Chinese way, betterment comes by in- 
culcating an increasingly humane code of competitive “good man- 
ners.” As one does not seek to win a tennis match by hitting one’s 
opponent over the head, so we obtain progress by making it “bad 
form” to get rich in such ways as sweated child labor. Not the end 
of competitive acquisition should be our aim, but the competitive 
acquisition of better things in a better way — the inculcation of 
higher aesthetic and ethical values. 

Democratic progress comes through the existence and effect of 
an active censor class. This class in America may be roughly iden- 
tified with the intelligentsia, and its long-run influence has been 
immense. Increasingly, however, the intellectual is forsaking his 
critical function for active political intervention and his excuse 
is that it is capitalism which creates the Philistine. The writer 
agrees with such men in their stress upon the importance of the 
aesthetic. He has an equal dislike for the hasty vulgarity of much 
modem life, but he believes that the roots of Philistinism, in our 
society, go far beyond mere capitalism. 

As an economist, it may appear impertinent to list the philo- 
sophic currents, often mutually contradictory yet all potent, 
which underlie the ugliness of the modern attitude. But a few must 
be briefly mentioned. There is nineteenth-century scientific ma- 
terialism with its implied denial of value, both aesthetic and other- 
wise. There is the survival of the fittest in the sense of a blanket 
endorsement of whatever comes out on top. There is endurance or 
continuity as the highest value. And finally there is the perversion 
of democracy into literal equality — equally ugly taste, equally 
bad grammar, equally sleazy ideas. If such attitudes are carried 
over into the planned state, the planned state will be a little Hell. 
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If they can be combatted in the capitalist state, we can get a social 
system as different from what we know as may well be imagined. 

To give a merely economic or political expression to the justi- 
fied alarm of the American cultural elite is extraordinarily super- 
ficial. The censor class in attempting to seize power and force re- 
form and good taste have forgotten the “great refusal” upon 
which democracy is based. The fundamental method of demo- 
cratic progress must be persuasion . 22 In the end, I believe, the intel- 
lectuals who destroy business competition in the name of redistri- 
bution, security, and planning, because they hate Main Street, will 
find that they have destroyed the very diffusion of power which 
protected them from Main Street. 

We economists, despite frequent delusions to the contrary, are 
not on the advance firing line of the cultural battle. The basic 
problem of democratic progress lies in maintaining an ethical and 
aesthetic, as well as economic, pattern which is open, but not too 
open — a class willing to teach but also willing to accept a limita- 
tion of power — a people willing to listen. Whether so delicate a 
balance of forces can survive is the problem, but not our problem. 
We can, as economists, do little more than analyze the social en- 
vironment in which the struggle may take place. But if the reason- 
ing given so far is followed, it will be seen why the writer has so 
stressed the restrictive aspects of redistribution, and why it should 
be suggested that we should put greater emphasis upon other 
methods of maintaining social democracy than income redistribu- 
tion. 

First our progress requires active and constant social criticism. 
But following that, and returning to more technical economic 
matters, the broad lines of policy which would be indicated by this 
essay run somewhat as follows: An attempt should be made to 
equalize the burden of income taxation so that it will no longer 
discriminate against active entrepreneurial elements. Next, some 
equalization of income may be sought, provided an adequate ab- 

22 Cf. Mr. Justice Jackson: West Virginia Board of Education v. Bamette r 
$19 U.S. 624. 
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solute incentive is permitted . 23 Next, broad social services in the 
realm of health and education are needed. These are essential and 
inevitably involve a degree of progression. Next we should make 
an effort to remove those obstacles to investment at home and 
abroad which underlie the present theory of secular stagnation. 
Finally the writer suggests that greater equality of opportunity 
requires combination of anti-trust policy with credit facilities for 
small new enterprise. 

The danger of the last suggestion, however, is that it is apt to 
become confused with ideas of feudal status and CQmprehensive 
ex-ante industrial planning and control. When a “little business” 
man leases his plant from a government bureau, and gets a loan 
from a government bank, under loan and lease terms which com- 
pel him to submit to comprehensive wage, price, and production 
control, such a man is scarcely the independent industrial pioneer 
we are looking for. This is especially the case if he also pays taxes 
which prevent him from adequate expansion with internal funds. 
He is no more than a foreman, or hired manager for the govern- 
ment, who is allowed to flatter himself by saying he “owns” the 
plant. Survival of a few limited property rights is not survival of 
capitalism. Our aim should be not so much to prevent size per se 
as too concentrated a frequency distribution. 

Still another, and most important, aspect of more equal indi- 
vidual opportunity concerns the prevention of severe deflation. 
For deflation is the frequent mother of monopoly, and, unless it is 
kept within adequate bounds, the newer and weaker firms will be 

23 Professor Pigou, op. cit p. 118, quotes Carver as follows: “After one’s ac- 
cumulation has increased beyond that which is necessary to safeguard one’s off- 
spring and to provide for the genuine prosperity of one’s family, the motive to 
further accumulation changes. One then engages in business enterprise because 
of a love of action and love of power.” (Italics added.) But all this is purely 
relative. What is “enough” for the “genuine prosperity” of one’s family? Profes- 
sor F. D. Graham suggests $10,000 a year as a limit on inherited income. But 
seventy years ago that would have seemed enormous, and should our national 
income rise seventy years from now, it might seem trivial. We must look at these 
matters from a longer time dimension. It remains to be seen whether we can go 
very far in limiting the size of the trees without retarding the growth of the 
forest. 
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wiped out. Finally, equality of opportunity requires that wage 
policy pay more attention to the position of the marginal firm. 

The policy sketched does not have the systematic appeal of 
more rigid systems. Further it contains a danger of being mistaken 
for other measures quite alien to it in spirit. Vigilance is still the 
price of liberty — especially when we try to combine relative se- 
curity with it as well. Stress on over-all ex-ante planning of all in- 
dustry, rather than mere compensating and supplementary state 
action, tends to destroy that independent access to the top which 
is so important. Wage policy which either destroys the small firm 
or leaves it dependent upon government subsidy (and hence 
politically and technologically subservient) is an important force 
toward monopoly. And finally an uncritical acceptance of literal 
equality of income as a positive goal, and a preference for state 
action upon all occasions, will leave the regime of “guided capital- 
ism” devoid of vitality, or excuse, and ripe for extinction. 

It may be objected that this is the “trend” and why should one 
question it? But for myself I do not believe that political democ- 
racy can long survive the end of competitive capitalism, and it 
does not seem right to me to compound with a trend, however 
apparently overwhelming, which one regards as essentially evil. 
After all, if one is to surrender always to the trend, it has not been 
very long since the apparently overwhelming trend was toward 
immediate fascism. I am quite willing to admit that the Western 
world is in danger of heading for decay — but I do not see why I 
should be asked to call the same movement a step toward Heaven. 
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Opposition to Deficit Spending 

for the Prevention of Unemployment 

by <-- 

SIDNEY S. ALEXANDER 


I. THE PROBLEM AND METHOD OF APPROACH 

The theory supporting deficit spending for the prevention of 
unemployment is that widespread unemployment arises from a 
deficiency in aggregate demand. Deficit spending by government, 
financed by the creation of credit, then works toward the allevi- 
ation of unemployment not only through the direct employment 
of workers for producing the objects of government expenditure, 
but also through the secondary or multiplier effects of the addi- 
tional expenditures of those who receive payment from the gov- 
ernment in the first instance . 1 The deficit spending theory has 
associated with it an important assumption of fact, namely, that 
under normal conditions in advanced countries, especially the 
United States, present relations of productive capacity and income 
distribution would lead, if full employment were achieved, to a 
tendency for savings of individuals and corporations to exceed 
expenditures of individuals and corporations from sources other 
than income. Under these conditions full employment cannot be 
expected unless a government deficit makes up the difference. 

If this theory and these facts are true it would certainly seem to 
be in the interest of all concerned for the government to ensure full 

1 Actually some stimulation of employment is to be expected from increased 
government spending, even if financed out of taxation, but this is a finer point 
which need not concern the argument here. 
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employment by the appropriate amount of deficit spending when 
necessary. The fact that an important segment of our society is 
vehemently opposed to deficit spending as a cure for unemploy- 
ment must then require some explanation. It is especially important 
to determine the basic attitudes and beliefs on which opposition 
to deficit spending rests, so that it may be possible to judge 
whether or not this opposition may be overcome in the future, 
either by education and propaganda on the one hand, or by the 
impact of the brute fact of depression on the other. 

In considering the opposition to deficit spending, it is not pro- 
posed here to evaluate the merits of the arguments advanced on 
either side, since it is by now clear that many of the arguments 
are merely rationalizations of attitudes based on the economic or 
social position of the person concerned. It is fairly obvious that 
the lines between protagonists and antagonists in the majority of 
cases follow lines of class or political stratification. Broadly speak- 
ing, business men and conservatives are against deficit spending, 
trade unionists and liberals are for deficit spending. The main 
focus of our problem is accordingly why business men and those 
politicians who represent the business man’s point of view are 
opposed to deficit spending as a means for preventing unemploy- 
ment, even though according to the deficit spending theory the 
business man would presumably be better off under deficit spend- 
ing* 

In the following discussion it is assumed that the deficit spend- 
ing theory is valid, and that unemployment, otherwise inevitable, 
can be avoided by a government program of deficit spending. 
Opposition in this case may be based first of all on misunderstand- 
ing. It may not be realized by the average business man that deficit 
spending can prevent unemployment, or that unemployment is 
inevitable without deficit spending. 

Alternatively, even though it is realized that deficit spending is 
necessary for the achievement of full employment, there may be 
good reasons for business men to dislike full employment. They 
may particularly fear the deterioration in the discipline of the 
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working force that comes about as a result of full employment. 
Similarly, with full employment the bargaining power of labor 
can be expected to improve so that there may be adverse effects 
_ of full employment upon the share of the employer in the total 
product. In short, business men may be interested in the main- 
tenance of a pool of unemployed in order to protect worker 
discipline and to prevent wage rises. We may refer to this possi- 
bility as the “industrial reserve army” basis of opposition to deficit 
financing. 

Another possible basis for opposition derives frqm the class 
aspect of the deficit financing program. Deficit financing first 
gained prominence in this country as a means of curing unemploy- 
ment as part of the New Deal, which also contained broad meas- 
ures favoring the economic status of industrial workers and farm- 
ers. In general, full employment programs, and especially those 
based on deficit financing, have been most closely identified with 
the interests of the urban proletariat, so that some of the opposi- 
tion may be explained by this identification. This we may call the 
“class antagonism” aspect of opposition tt> deficit financing. 

Finally, and certainly very important, is the fear of increasing 
state power that is associated, at least in the minds of business men, 
with government action to relieve unemployment, especially if 
that action takes the form of deficit spending. This fear leads to the 
vigorous defense of the free private enterprise system against the 
threats of statism, socialism, totalitarianism, and deficit spending. 

We shall consider each of these four possible bases of opposition 
in turn: (i) misunderstanding; (2) industrial reserve army; (3) 
class antagonism; (4) fear of increasing power of the state. Each 
of these attitudes will be examined in order to evaluate its actual 
importance as a basic of opposition and to judge the probability 
that it may be changed in the future. 

II. THE FULL EMPLOYMENT BILL 

The analysis is based principally on the arguments and attitudes 
displayed in the public controversy centering around the proposed 
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Full Employment Bill of 1945 which became the Employment 
Act of 1 946. 2 The essential features of the original bill were: 

( 1 ) A forthright declaration of policy affirming the fostering of 
free enterprise, the right to work, and the responsibility of the 
U.S. Government to assure opportunity for full employment, 
first by stimulating private and non-Federal investment and ex- 
penditure, and then by providing such volume of Federal invest- 
ment and expenditure as may be necessary for full employment. 

(2) A provision for a National Budget to be submitted by the 
President tg each regular session of Congress. The National 
Budget was to contain estimates, for the next fiscal year or longer, 
of the labor force, of the volume of total investment and expendi- 
ture required to keep that labor force employed, and of the ex- 
pected total investment and expenditure from all sources private 
and public. If a deficiency of total expenditure and investment 
below that required for full employment was expected, the Presi- 
dent was to propose measures for stimulating private investment 
and expenditure. If this stimulation could not be expected to make 
up the deficiency, the President was to propose increased Federal 
investments and expenditure to bring the expected total up to 
that level required for full employment. 8 

The bill did not itself provide for deficit financing, but in es- 
sence directed the President to propose increased government 
expenditure and investment when required for full employment, 
and this could reasonably be expected to involve deficit spending. 
But the term “deficit spending” is so unpopular politically that 

2 An account of the early history of the measure up to its consideration by the 
Senate Banking and Currency Committee starting July 30, 1945 can be found in 
Hearings before a Subcommittee of the Committee on Banking and Currency, 
United States Senate, Seventy-Ninth Congress, First Session, on S. 380, Wash- 
ington, 1945, pp. 10-17. This volume is hereafter referred to as Senate Hearings. 
Further public discussion of the Full Employment Bill is to be found in Hearings 
before the Committee on Expenditures in the Executive Departments, House 
of Representatives, Seventy-Ninth Congress, First Session, on H.R. 2202, Wash- 
ington, 1945. This volume will be referred to as House Hearings. 

3 There were also inverse measures in case an inflation threatened, but those 
do not concern us here. 
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the proponents of the bill hotly denied that it was based on the 
theory of deficit spending. In fact the history of the bill presents 
a fine example of a semantic stalemate. The supporters of the bill 
dared not come out point-blank for deficit spending because the 
term is too offensive to the general mores. But on the other hand 
the enemies of the bill could not very well go on record as op- 
posing a measure entitled a “Full Employment Act.” The Em- 
ployment Act of 1946 as finally passed accurately reflects the 
working out of this dilemma. The Act was a manifesto and the 
Congress was not willing, under the conditions of employment 
and public opinion of February 1946, to sign so vigorous a mani- 
festo as was contained in the original bill. The great scare about 
immediate post-war unemployment had considerably subsided by 
February 1946, but at an earlier date — September 1945 — when 
the fear of immediate post-war unemployment was still strong, 
the Senate did pass by a vote of 71 to 10 a version of the Full 
Employment Act, which, though considerably modified from the 
original bill, still preserved the main framework. 4 It contained the 
words “investment” and “expenditure,” “full,” “assure,” and for 
“right to employment” substituted the weaker though still vigor- 
ous phrase “are entitled to an opportunity for . . . employment.” 
The near unanimity in the passage of the bill in the Senate was ob- 
tained principally by two qualifications. The first was that Fed- 
eral responsibility and action for full employment should be “con- 
sistent with the needs and obligations of the Federal Government 
and other essential considerations of national policy.” 5 The sec- 
ond was that any program for Federal investment and expenditure 
for the fiscal year 1948 or after, in peacetime, should be accom- 
panied by a tax program over a reasonable period of years such 
that there would be no net increase in the national debt. In short, 
the deficit financing was to be compensated by surpluses in sub- 
sequent years. 

4 House Hearings, pp. 4-7. 

5 S. 380, Section 2d (4), reprinted in House Hearings, p. 5. 
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An employment act was finally passed, but one completely 
purged of the fighting words: “investment and expenditure,” 8 
as in “such Federal investment and expenditure as will be sufficient 
to bring the aggregate volume of investment and expenditure by 
[all sources] up to the level required to assure a full employment 
volume of production”; “full,” as in “full employment”; “guaran- 
tee” and “assure,” as in “assure or guarantee the existence of em- 
ployment opportunities”; “right,” as in “the right to employ- 
ment.” 7 

Nevertheless, the Act as passed permits the President to do any- 
thing that the original bill directed him to do. In fact, the oppo- 
nents of the original bill were fond of insisting that there was noth- 
ing in that bill that the President could not already do without 
the bill. Although the Act as passed is no weaker than the original 
bill in the powers it gives to the President, it is weaker in the 
language it uses and in the remedies it suggests. The importance 
of passing a bill was to put the government on record as taking 
responsibility for the prevention of employment, using deficit 
spending if necessary. The language of the Act, although qualified, 
does put the government on record as responsible to do something 
about unemployment. With a given Congress and a given Presi- 
dent, the program that will be suggested in the President’s Eco- 
nomic Report and the resulting program adopted by Congress 
cannot be expected to be different from the corresponding pro- 
grams that would be forthcoming under the National Budget as 
originally specified. 

The fact that the bill went through several stages of amend- 
ment and attenuation before it was passed served as an experiment 
to determine the critical point at which opposition turns into 
acquiescence. The following analysis of the various possible bases 
of opposition derives most of its materials from the controversy 
centering around the measure in its various forms. 

6 Cf. S. 380 (original draft), Section 3c, reprinted in Senate Hearings, p. 7. 

7 The House representative on the joint conference which composed the final 
text of the bill boasted of these verbal purges in his report to the House. Con- 
gressional Record, Seventy-ninth Congress, Second Session, p. 944. 
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III. MISUNDERSTANDING 

The most obvious explanation of the paradox that business men 
and others are opposed to deficit spending even though it is in fact 
good for them is that they do not understand the situation. This 
misunderstanding may be buttressed by a set of attitudes derived 
from the rules of personal finance that are inapplicable to govern- 
ment. We may call such an extension of individual standards to 
government finance the anthropomorphic fallacy. A somewhat 
more sophisticated type of disagreement arises from a,rejection of 
the premise on which the theory of deficit spending is based. It is 
contended that our economic system, especially if the govern- 
ment would only leave it alone, would have a natural tendency 
to approach a state of full employment. An even more sophisti- 
cated type of opposition arises from the acceptance of the premise 
that unemployment is likely, but the rejection of the argument 
that deficit spending is the cure. We may term these bases of op- 
position rejection of the premise and rejection of the argument 
respectively. 

By far the most widespread popular opposition to the theory 
of deficit spending arises from the extension to the government of 
the canons of sound personal finance. So universal is this attitude 
that it is not usually necessary to make the argument explicit. 
Merely to state that a particular measure will increase the national 
debt is to castigate it, and make it politically difficult to support. 
This is the reason for the oft-repeated denial by the supporters 
of the Full Employment Bill that it was a deficit spending meas- 
ure. The opponents were fond of quoting Franklin D. Roosevelt 
to the effect that “the credit of the family depends chiefly on 
whether that family is living within its income, and that is equally 
true of the Nation.” 8 

8 Franklin D. Roosevelt, speech at Pittsburgh, Pa., 1933, quoted by Rep. 
Woodruff in Congressional Record, Jan. 25, 1946. Other examples are: “For 
individuals and for government, thrift is the best policy.” (John D. Rockefeller, 
quoted in Reader’s Digest , Jan., 1945, p. 41.) “The national debt is a burden of 
over two thousand dollars on every man, woman and child in America. Deficit 
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Universal as is the appeal of the anthropomorphic argument, 
it must be discounted as a long-run basis of opposition to deficit 
spending. It can, however, be expected to persist as an auxiliary- 
prejudice whose retention is convenient for those who oppose 
deficit spending for other reasons. It will also long constitute one 
of the strongest semantic weapons of the enemies of deficit spend- 
ing in their appeal to the general public. 

The economist’s rejection of the anthropomorphic fallacy as 
a fundamental ground for opposition is based on the ease with 
which this fallacy is overcome on the part either of disinterested 
individuals or those who can especially expect to benefit from 
full employment brought about by deficit spending. It is not in 
general true that liberals are spendthrifts and conservatives are 
thrifty, but rather that the former have come to draw a distinction 
between government debt and individual debt, and the latter still 
find it convenient not to do so. It is no more likely that the an- 
thropomorphic fallacy will yield before the Keynesian truth, than 
it was for the protectionist fallacy to have yielded before the truth 
of the Manchester school. To the degree that the fallacy does 
support other, better-founded attitudes it may be expected to per- 
sist. It accordingly has little independent significance, even though 
it will live on where its acceptance is derived from more funda- 
mental attitudes. 

It was almost uniformly charged by the opponents of the Full 
Employment Bill that it reflected a lack of confidence in the 
American system of free private enterprise . 9 This implies, on the 
part of the opponents of the bill, confidence in the ability of our 
economic system to function without serious unemployment — 
an attitude which, of course, requires considerable reconciliation 

spending puts further burdens on unborn generations.” “I can’t spend my way 
to prosperity, you can’t do it, and Uncle Sam can’t do it.” “Hard work and pro- 
duction make for wealth and prosperity, and not the handing out of borrowed 
money by the government.” 

9 See especially the testimony of Ira Mosher, President, National Association 
of Manufacturers, Senate Hearings, pp. 460 et seq ., House Hearings, pp. 573 et seq . 
See also statements of twenty-five State Chambers of Commerce, House Hear- 
ings, pp. 445-457* 
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with the occurrence of previous depressions. The reconciliation 
was most frequently made by the addition of the qualification “if 
the government only leaves business alone.” In fact, the most typi- 
cal attitude taken by the representatives of business, testifying con- 
cerning the Full Employment Bill, was that if government really 
wanted full employment it would create an atmosphere in which 
business could go ahead. This “atmospheric” theory of govern- 
ment relations with business particularly stressed “economies in 
government operations, reduction of taxes, elimination of regi- 
mentation, with encouragement of business enterprises large and 
small.” 10 President Mosher of the National Association of Manu- 
facturers indicated that only three developments can bring pros- 
perity to a halt: ( i ) “Mismanagement of the money and credit 
system . . .” (2) “Granting or perpetuation of special privi- 
leges . . .” (3) “Prevention of an adequate flow of capital into 
productive, job-making activities.” 11 Freely translated, the first 
point is a demand for sound money, the second for amendment of 
the Wagner Act in order to put greater responsibility on trade 
unions. The third point might seem to leave some room for the 
theory of deficit spending, but Mr. Mosher means by it principally 
the unfavorable effect of taxation on investment. 12 All three of 
these possibilities are thus ways in which ill-advised governmen- 
tal policies can adversely affect business. In its most prevalent 
form, then, the rejection of the premise is part of a broader argu- 
ment against government interference with business. It can there- 
fore most appropriately be considered in Part VI below, where 
fear of the increasing power of the state is discussed. 

In response to the question of whether the atmosphere for 
business was not satisfactory in the period immediately preceding 
1929, the opponents of deficit spending would frequently abandon 
the rejection of the premise, or would modify the atmospheric 

10 Statement by Robert B. Heppenstall, President, Pennsylvania State Cham- 
ber of Commerce, House Hearings, p. 454. 

11 House Hearings, p. 548. This argument was included verbatim in the 1947 
policy statement of the NAM. See New York Times , Dec. 8, 1946, p. 9. 

12 As indicated in detail in his testimony, House Hearings, pp. 550-551. 
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theory. When the rejection of the premise was abandoned, the 
argument was usually advanced that “certainly, you can have full 
employment under a totalitarian system, but not under a system 
of free private enterprise,” and “unemployment is the price we 
pay for freedom.” 13 The alternative was to modify the atmos- 
pheric theory of government relations to business to the extent of 
blaming the depression of the thirties not so much on government 
policy as on particular maladjustments not curable by deficit 
spending. The first way out again leads to the subject matter of 
VI, namely^ the fear of increasing the power of the state. The 
second alternative is in essence a rejection of the argument rather 
than of the premise, and will be considered under that heading. 

A rather curious attitude is often evinced when an opponent of 
deficit spending theory is forced to accept the premise of the 
prospect of unemployment. He frequently then states a strong 
preference for unemployment relief rather than government in- 
vestment and expenditure for goods and services. This attitude 
was so general among opponents of the Full Employment Bill that 
it must be attributed to a fundamental premise of their opposition. 
It is probably related to class antagonism, the industrial reserve 
army, and fear of government power, discussed below. 

Since rejection of the premise is a question of fact, can it not be 
expected that further experience, say of the next depression, will 
transform this attitude into a recognition of the desirability of 
deficit spending? In short, is this not merely an example of cultural 
lag, with the adjustment inevitable but delayed? The greater will- 
ingness of British business men to accept a full employment pro- 
gram may be cited as evidence in the affirmative. The only notable 
degree of acceptance of the deficit spending theory by American 
business men is among retail trading establishments, especially 
small ones. Even here the acceptance is far from universal. The 
most conspicuous business group which has acknowledged the 
tendency of the economic system to be subject to unemployment 

13 See, for example, Virgil Jordan, Full Employment and Freedom in Amer- 
ica, New York, Controllers Institute of America, 1945. 
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for lack of sufficient investment, and has not ascribed that lack of 
investment entirely to the adverse influence of government poli- 
cies on business, is the Committee for Economic Development. 
In this case the immediate reaction is to reaffirm business’ ultimate 
ability to ensure full employment, but to stress the fact that a con- 
scious and coordinated effort in that direction is necessary. Should 
this effort on the part of business men prove insufficient to main- 
tain full employment, it is at least somewhat doubtful whether 
there will be a large scale conversion of the business men with 
CED to the support of government deficit spending. .Rather it is 
more likely that the impact of continued unemployment on the 
“enlightened” members of the business community will be to 
push them further toward a rejection of the argument, a direction 
already taken by some of their spokesmen who are most con- 
versant with the study of economics. 

By far the most common form of rejection of the argument that 
deficit spending can cure unemployment has already been given in 
the section on the anthropomorphic fallacy: neither an individual 
nor a government can spend his way to prosperity. Another type 
of rejection arises from a misinterpretation of the argument. 

Chairman Manasco of the House Committee on Expenditures 
in the Executive Departments never tired of asking witnesses 
whether they thought that if the unemployed numbered eight 
million the Federal government could long continue to pay them 
each two to three thousand dollars a year . 14 Oddly enough, no- 
body ever replied to him with a statement of the theory of the 
multiplier. In view of the rather technical nature of the theory of 
deficit spending, it is not surprising that many of its opponents 
should think of it as implying that the government hires all of the 
unemployed. The ignoring of secondary effects is especially likely 
when the pump-priming theory is denied, even by those support- 
ing deficit spending. When secondary employment effects are 
ignored, and a dole is assumed, deficit spending is regarded as a 
method of taking away from those who produce to give to those 

M House Hearings, pp. 70, 513, 335, 359, 393, 751, and elsewhere. 
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who don’t. This process, it is held, does not increase the real na- 
tional income, because work and not deficit spending does that. 
This particular attitude may have been especially important in 
affecting the fate of the Full Employment Bill in the House of 
Representatives, but it is not likely to have much general sig- 
nificance for the future development of attitudes toward deficit 
spending. It should rather be considered as an appeal to the an- 
thropomorphic fallacy, whereby ignoring of secondary effects 
permits the use of a larger and more intimidating figure for the 
growth of the national debt. 

A more significant type of rejection of the argument, though 
possibly less important politically in the recent past, is the con- 
tention that deficit spending is not a panacea. This position is taken 
by business men and their representatives who are rather sophisti- 
cated students of economics, and it is the most frequent attitude of 
professional economists who oppose deficit spending. It was prob- 
ably given fullest expression by George Terborgh: “We do not 
question that compensatory fiscal policy may provide at times a 
useful, and even necessary measure of contracyclical action ... 
It would be the grossest self-deception, however, to think that we 
have at present either the knowledge, the experience, or the in- 
stitutional mechanisms to apply this weapon in a closely controlled 
and scientific manner. To conceive of this device as a simple and 
all-sufficient mechanical solution for our economic ills is simply 
naive.” “Since this idea is a delusion, if we are to maintain a free 
economy, talk of a right to a job, unless discounted simply as 
demagogic eyewash, is cruel deception.” 15 The line of argument 
is that unemployment is the result of a number of things, and 
deficit spending can’t overcome many of these things. 

Since Mr. Terborgh’s position is based on a very high degree of 
economic competence, it may be taken as the most likely direction 
in which the attitudes of business men will move under the impact 
either of education by propaganda or of education by hard knocks 

15 George Terborgh, The Bogey of Economic Maturity , quoted in House 
Hearings, p. 60 4, and Terborgh’s testimony, p. 607, 
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in the next depression. In Mr. Terborgh’s case this attitude led to a 
recommendation for a full employment bill with exactly those 
features that were finally enacted in the Employment Act of 
J946. 18 It may accordingly be concluded that a good deal more 
education of the business man, even by the experience of another 
depression, may not convert him to the theory of deficit spending 
for the relief of unemployment. 

Rejection of the argument on rational grounds characterized 
the reception of Keynesian doctrines among economists, but after 
further discussion this yielded to a broad measure of acceptance. 
Business men are not so likely to change their views in a similar 
manner since their opposition is probably based upon more deeply 
seated grounds than rational analysis of the theory. In the quota- 
tion from Terborgh given above it is interesting to note that his 
denial of the notion that deficit spending will bring full employ- 
ment is qualified by the reservation “if we are to maintain a free 
economy.” It may be inferred that more fundamental than the 
rational rejection of the argument is the businessman’s fear of 
growing state power discussed below. 

IV. INDUSTRIAL RESERVE ARMY 

It is, of course, possible that deficit spending as a means of 
achieving full employment is opposed because full employment 
itself is not desired. The supporters of the Full Employment Bill 
were quick to accuse their opponents of this motive . 17 The con- 
tention is that, under conditions of full employment, management 
has a difficult time keeping labor under its control and labor will 
be in a better position to get a larger share of the total product. 
Naturally no opponent of the Full Employment Bill put himself 
clearly on record as being against full employment, although an 
occasional remark may be so interpreted. It was very common, 
however, for enemies of the bill to deplore the effect of passage of 

16 House Hearings, pp. 613, 614. 

17 See, for example, statement by Representative Patman, Senate Hearings, 
p. 83. 
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the act upon the behavior of workers. An assurance of a right to a 
job, it was contended, would undermine the incentive to work and 
would disrupt the functioning of the economy. It is easy to see 
that this is consistent with a feeling that full employment may be 
too much of a good thing. There may well be a level of employ- 
ment below full employment that brings maximum returns to the 
business man. A large number of the opponents of the Full Em- 
ployment Bill believed that it would strengthen the feeling among 
the workers “that the world owes them a living, and through their 
government they will get it whether they work or not. There 
ought to be some fear of loss of job to influence this type of per- 
son.” 18 The widespread preference, among the opponents of 
deficit spending, for a dole rather than public works is at least par- 
tially motivated by the desire to preserve worker discipline 
through fear of loss of the job. By making the receipt of govern- 
ment disbursements as socially degrading as possible, opponents of 
deficit spending hope to improve the bargaining strength of 
private employers. 

It is not likely that the “industrial reserve army” basis of oppo- 
sition will soften with time. The only question is whether, should 
it become obvious that a reasonable degree of prosperity can be 
maintained only by deficit spending, the self-interest of the em- 
ployers may not better be served by supporting deficit spending, 
even though if carried very far it would adversely affect worker 
discipline from the point of view of the employer. Under these 
circumstances business men would want some deficit spending, 
but not too much. 

Another attitude leading to opposition to full employment 
measures from dislike of full employment is associated with the 
“boom or bust” argument that we should avoid good times be- 
cause they lead to bad. It is interesting to notice that the foremost 
theoretical economist who advocated the idea that business in the 
boom gets so good that it automatically becomes bad (Friedrich 


13 Letter from R. H. Thompson to Senator Robert F. Wagner, reproduced in 
Senate Hearings, p. 1224. 
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Hayek) is also the intellectual leader of the opposition on the basis 
of the fear of growing state power. The boom-or-bust argument 
must, however, be regarded as a rather unimportant rationaliza- 
tion, since few of those who hold it would be actually willing, un- 
der conditions of less than full employment, to advocate measures 
that would make business worse (except for the curbing of specu- 
lation) , in order to prevent the boom. 

V. CLASS ANTAGONISM 

Closely related to the industrial reserve army basis of opposition 
is the belief that deficit spending, or the Full Employment Bill, 
is class legislation. Deficit spending is closely associated with the 
New Deal and the great volume of social legislation enacted since 
1933. It is supported by organized labor and New Dealers. The 
bi-partisan support for the Full Employment Bill indicates that 
there was some recognition of the widespread demand for the 
government to take responsibility for full employment. The op- 
position, however, and especially the die-hard opposition, closely 
identified the bill with labor rather than with the economy at large. 

It is hard to say to what extent opposition depended on the 
intrinsic features of the bill and to what extent it depended on the 
quarters from which the bill derived support. Some members of 
Congress regarded the bill as a piece of class legislation, but many 
others recognized the breadth of public support for a full employ- 
ment bill. Among business men public support carried less weight, 
and the New Dealism and labor-orientation of employment 
legislation was probably of greater importance. Business men’s 
resentment was intensified by the feeling that employment legis- 
lation involves a cost that falls especially sharply on them in the 
form of taxes. The class antagonism attitude was usually expressed 
by simply tarring the Full Employment Bill as a New Deal meas- 
ure, but more extreme fomis of attack emphasized the effects on 
the redistribution of income, or raised the issue of whether the 
government should worry about full employment while the 
workers were creating unemployment through strikes. Thus: 
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“The legislation urged upon the Congress asserts that it is the 
‘responsibility of the Federal Government to provide such volume 
of Federal investment and expenditure as may be needed to assure 
continuing full employment.’ Such pronouncement of govern- 
mental policy simply means that those who work and produce, 
and who consequently pay taxes and buy bonds, are to assume the 
responsibility to support those who fail or refuse to work and 
produce”; 19 and: “You cannot have continuous employment if, 
periodically, a large number of men who are employed in a par- 
ticular plant will not work.” 20 

It is difficult to predict whether the class antagonism basis of 
opposition to government spending will weaken in the future. 
Class antagonisms themselves, with the new strength of labor 
organizations, may be expected to increase, if anything. If the 
opponents of deficit spending were actually successful in achieving 
a continuously balanced budget, one could predict that the ensu- 
ing depression, which would be inevitable unless there were a per- 
manent upward shift in the propensity to consume, would con- 
vert many business men to the realization that some deficit spend- 
ing was desirable even from their own point of view. If, as is more 
likely, we have enough deficit spending in the future to maintain 
fairly high levels of production, with unemployment no worse 
than in 1936-39, opposition based on class antagonism is likely to 
persist. 

VI. FEAR OF INCREASING STATE POWER 

Next to the anthropomorphic fallacy, the most frequently ex- 
pressed objection to deficit spending as a cure for unemployment 
is that it means the end of free private enterprise. This argument 
was also applied against the statement in the original Full Employ- 
ment Bill thar it is the policy of the United States to assure em- 
ployment opportunities for all. The argument was seldom carried 
beyond the categorical statement that government responsibility 

19 Senator Moore of Oklahoma, Congressional Record, 79th Congress, 1st 
Session, p. 9224. 

20 Representative Hoffman of Michigan, House Hearings, p. 48. 
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for full employment means the end of free private enterprise. Few 
indeed were the supporters of the bill who attempted to show that 
the opponents meant by “free private enterprise” the control of the 
^ economic system by the managerial or entrepreneurial class, or the 
special privileges of the owners of property; even fewer were 
inclined to say, “so much the worse for free enterprise.” The 
standard reply was that another depression might really mean the 
end of free private enterprise, and in making the economic system 
work they were saving free private enterprise. 

Of course the high emotional value of the term “free private 
enterprise” in large measure explains the frequent appeal to this 
principle. In recognition of this semantic value the Full Employ- 
ment Bill was studded with pleasant remarks about free private 
enterprise, and stress was laid on the fact that the President’s eco- 
nomic program would first attempt the greatest possible stimula- 
tion of non-Federal expenditure and investment before resorting 
to Federal expenditure and investment. Business spokesmen were 
very little impressed by these features of the bill and generally 
passed right by them to press their attacks on the two key points 
of the bill: the assumption of government responsibility for em- 
ployment opportunities, and the recommendation of deficit spend- 
ing as a last resort. And here they raised the cry that free private 
enterprise was in danger. 

Was this slogan adopted because it was the most effective politi- 
cal weapon to implement the opposition ultimately based on the 
factors previously considered, or was the fear of further extension 
of government responsibility itself a prime motivating factor? The 
latter seems to be the more accurate view. This interpretation, 
that the fear of growing state power is a genuinely independent 
attitude rather than being merely a slogan used to protect other 
interests, has considerable inferential evidence to support it. 

Most significant in this respect are the alternatives suggested to 
the Full Employment Bill. The most common, and certainly the 
most characteristic, of the proposals of the business spokesmen 
ran in terms of freeing business from government regulation. In 

i93 


Sidney S. Alexander 

particular, more favorable taxation and fewer attempts at a 
planned economy came highest on the list of alternative programs 
advanced by business men. We may, accordingly, conclude that 
the business man’s opposition to the extension of government in- 
fluence on business is really a fundamental attitude rather than 
one derived from the other factors we are considering. 

Just how fundamental it is remains to be determined. It is clear 
that to a certain extent opposition to government control of busi- 
ness can be derived from the profit motive; the business man wants 
the government out of business because he can make more money 
that way. This applies obviously to taxation and also to social 
legislation which frequently is felt by the businessman to restrict 
his profit-making possibilities. It applied especially powerfully to 
wartime price and production controls. 

If the principal basis of the antagonism to government responsi- 
bility for employment were derived from the profit motive, then 
it could reasonably be expected to weaken in the future, on the 
assumption that deficit spending will be necessary for the main- 
tenance of a high enough level of production to afford a satis- 
factory level of profits. There is no business opposition to those 
governmental activities that are clearly and positively associated 
with profits. Protected industries do not object to tariffs as viola- 
tions of free private enterprise, and legislation strengthening 
government regulation of trade unions would certainly be wel- 
comed by business men in general. This is consistent with the oft- 
encountered statement that it is the government’s task to give 
business a favorable climate, but not to attempt to try to run busi- 
ness — the “atmospheric” theory of government’s relationship to 
business . 21 

21 This theory was almost unanimously supported by the representatives of 
business men and other opponents of deficit spending and governmental re- 
sponsibility. See statements of Ira Mosher, President, National Association of 
Manufacturers, House Hearings, p. 578; George Terborgh, Research Director, 
Machinery and Allied Products Institute, House Hearings, p. 602; Joseph W. 
Kane, representing the Chamber of -Commerce, Detroit, Mich., House Hearings, 
p. 659; James L. Donnelly, Executive Vice-President, Illinois Manufacturers’ 
Association, House Hearings, p. 708, to name only a few. 
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The distinction between government as a climate-maker and 
government as an interferer cannot be easily drawn, but the atti- 
tude which calls for this distinction is quite understandable. The 
business man does not want his position as helmsman challenged. 
It is he, the manager or the entrepreneur, who is the decision- 
maker; and he does not want that position usurped by the govern- 
ment. What he fears from greater governmental responsibility 
is not the road to serfdom but the road from suzerainty. The 
business man does have a fear of government activity independent 
of the profit motive; it is the fear of government as a, competitor 
for economic power. 

This attitude is probably well founded. The business spokes- 
men are fond of referring to business men as job-makers, but a 
general acceptance of government responsibility for employ- 
ment clearly implies the transfer of this title to government. The 
reversal of the dictum “what’s good for business is good for you” 
to “what’s good for you is good for business” forebodes a revolu- 
tion in the business man’s place in society. To a certain extent 
that revolution has already taken place, as is evidenced by the 
importance of news from Washington in the weekly “business 
letter.” The importance of governmental decisions for business 
affairs has grown, relative to the importance of business men’s 
decisions, and business interests realize this keenly. Because they 
do realize it so keenly, they can be expected to be particularly 
sensitive to the danger of further encroachment; and the explicit 
recognition of government responsibility for full employment 
represents a large-scale encroachment. Opposition was all the 
more stimulated by the fact that the Full Employment Bill was 
only a manifesto. Even if the profit motive should lead business 
men to accept the fact of deficit spending, it would still be politi- 
cally wise for them to delay the general acceptance of the theory. 

The long-run development that can be expected is the atrophy 
of the entrepreneurial function. The primary role of the business 
man, as distinct from technical management, is to adjust the 
operations of his business to changing economic conditions. Grad- 
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ually the situation is developing wherein governmental decisions 
in large measure make these economic conditions. With this de- 
velopment, the government official tends to displace the business 
man as the key decision-maker, and, with some lag, the business 
man’s position in society will probably be readjusted downward 
in keeping with his economic function. He has already descended 
the verbal stairs from the rank of “Industry” through “Capital” 
to “Management.” He may in fact as well as in name become 
“Management” rather than “Enterprise.” The business man may 
personally ayoid this degradation by taking over the government, 
but even in this case the government function will in the long 
run come to dominate so that he will be more government official 
than business man. 

It should be noted that the analysis above does not depend on 
the alleged fact that if the government should take responsibility 
for full employment it would have to control more and more 
aspects of economic life in order to discharge the obligation. It is 
based on a theory of social development that even if the govern- 
ment could insure full employment in a manner that left the 
maximum amount of decision-making to business men, the fact 
that it was the government and not the business man that was 
fundamentally responsible for the level of economic activity 
would work toward the decline of the business man and the 
growth of government economic activity. For there would still 
exist other tendencies leading to increased government economic 
control, the most notable being the struggle between organized 
labor and the business man. The government is involved in set- 
tling the struggle, and the bargaining power of the business man 
is impaired if it is realized that not the business man but govern- 
ment is determining the level of economic activity. There is a 
broad understanding by the general public of the impotence of 
the business man to stem a recession. Consequently the voters 
already hold the federal administration rather than the business 
man responsible for the level of employment. 
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So when a business man opposes the deficit spending theory on 
the grounds that it means the end of free private enterprise, he is 
right in that it probably does imply the decline of the free pri- 
vate entrepreneur. Of course, the supporters of deficit spending 
^ are also right when they say that a prolonged repetition of 1933 
conditions would also mean the end of free private enterprise, 
and business men realize this also. It is a fair guess that they will 
probably go along with whatever deficit spending is required to 
maintain a moderately prosperous condition — say no more than 
the 1937 level of unemployment — but they will no£ accept the 
theory of deficit spending. This conclusion also fits in with our 
evaluation of the industrial reserve army basis of opposition to 
deficit spending considered in Section IV above. 

Since the business man’s fear of increasing government power 
as a threat to his own sovereignty is, in the writer’s opinion, well 
founded, it may be used as an aid in explaining the continued 
retention of the fallacies mentioned in Section III. The business 
man, according to his economic sophistication, appeals to the 
anthropomorphic fallacy, or rejects the premise of the argument, 
because to do otherwise is to drive a nail into his own coffin. 
Furthermore, it is now clear why business spokesmen so strongly 
prefer emphasis on public expenditure as a dole rather than as an 
instrument for the prevention of unemployment. The paying of 
a dole by the government does not challenge the business man’s 
position, whereas government prevention of unemployment 
threatens the business man’s position in the economy. 

VII. THE OUTLOOK 

It must be admitted that when extensive unemployment Is 
upon us deficit spending will almost certainly be undertaken to 
relieve it. The next recession will not be marked, as was that after 
1929, by a controversy as to whether the unemployed are to be 
the object of private charity or public relief, but public works are 
likely to be speedily, though perhaps haphazardly, undertaken. 
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These public works will most probably not involve direct govern- 
ment hiring of the unemployed but will be given out as contracts 
to private construction enterprises . 22 

The Full Employment Bill as introduced was important as a 
manifesto making explicit the government’s responsibility for 
maintaining full employment. The weakened language of the final 
act represents a compromise between the public demand for the 
government’s taking some responsibility and the public fear of 
continued increase of the national debt. It is not likely that the 
stronger foiyn of the bill would have led to greater or prompter 
deficit spending when necessary in the future. 

It is not likely that the theory of deficit spending will in the near 
future be embraced as an explicitly avowed policy of the Federal 
government, but the practice of deficit spending in depression can 
confidently be expected to continue.;. Business men’s opposition 
to the practice may be expected to be weak under conditions of 
unemployment, but their opposition to explicit acceptance of the 
theory of deficit spending may be expected to continue. The most 
important single basis of opposition, and one which helps explain 
many of the other grounds of opposition, is the fact that govern- 
ment responsibility for ensuring full employment does imply a 
long-run decline of the importance of the business man. 

22 The conclusions up to this point do not follow from the preceding paper 
but from impressions drawn from attitudes displayed in the controversy over 
the Full Employment Bill. 
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There has been a tendency in some of the recent discussions of 
full employment to oversimplify the problem of achieving con- 
tinuous full employment of our productive resources and to put 
excessive reliance on the annual equating of outlay with output, 
or what might be termed the fill-the-tank remedy. This limita- 
tion has even appeared in certain of the proposals and studies 
which mark significant advances along the full employment front, 
such as the Murray Full Employment Bill and some of the full 
employment models recently developed as tools of economic 
analysis. The major short-coming is that not enough scope is given 
for deliberate governmental action to direct the key dynamic 
forces in our economy. It is the thesis of this paper that only 
through such deliberate governmental measures can the objective 
of continuous full employment be achieved. 

I. FAR, BUT NOT FAR ENOUGH 

An examination of the more recent full employment proposals 
is helpful in clarifying the point at which such proposals fall 
short of providing the tools for achieving the goal set. 

The Murray Bill 

The Murray Full Employment Bill, as originally introduced 
and as reported by the Senate Banking and Currency Committee 
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(S. 380), was well conceived in most respects. It placed the 
responsibility squarely on the federal government “to assure con- 
tinuing full employment.” It specifically called for a National 
Production and Employment Budget (a prime necessity if we are 
to advance beyond the horse-and-buggy age of budgeting), for ' 
the coordination of federal economic policies, and for a carefully 
planned economic program which would, among other things — 

... to the extent that continuing full employment cannot other- 
wise be assured, provide such volume of Federal investment and 
expenditure gs may be needed, in addition to the investment and ex- 
penditure by private enterprise, consumers, and State and local gov- 
ernments, to assure continuing full employment. 

As conceived by the sponsors of the bill, the President, in the Na- 
tional Budget, would present estimates of full employment output, 
anticipated outlay, and the amount of federal investment and 
expenditure needed to fill the gap between the two. 

This approach to the maintenance of full employment, which 
involves the equating of outlay with full employment output, 
indicates that a fundamental economic lesson has been learned (in 
some quarters, at least); namely, that, “in terms of time-period 
analysis, the community must return to the income stream in each 
period as much as it received in previous periods, or else there 
will ensue a cumulative downward spiral of income and em- 
ployment.” 1 

But although it was stated in the original bill that public in- 
vestment and expenditure should be used to fill any “gap” that 
might appear, no provision was made — nor serious thought given 
to the concept — that public outlays should be employed to direct 
the forces of consumption, saving, and investment in such a way 
as to narrow or possibly eliminate the “gap” in the first place. 
The extensive hearings and debates on the bill made it clear that 
the sponsors, as well as the overwhelming majority of the sup- 
porters of the bill, among business, agriculture, labor, and other 

1 Paul A. Samuelson in Postwar Economic Problems , edited by S. E. Harris, 
McGraw-Hill, 1943, p. 37. Reprinted by permission. 
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groups, accepted the concept of federal “full employment” out- 
lays as a residue . 2 

The main shortcoming then was that no provision was made 
for measures to bring about basic changes in economic relation- 
ships. Only if such changes are made, can a satisfactory solution 
to the full employment problem be found. What is required, 
among other things, is a certain minimum of long-range national, 
regional, and community planning, a clear-cut wage and price 
policy, and the strategic, continued use of public expenditure, 
taxation, and borrowing to lay the basis for continuous full em- 
ployment. A “gap” may appear at times in a private-enterprise 
economy no matter how thoroughgoing the public programs 
may be, but such measures are necessary to ensure that at all times 
the gap is kept within manageable proportions. 

The Murray bill, as finally passed by Congress in an emasculated 
form (under the title of “Employment Act of 1946”), retained 
certain of the desirable procedural measures, but set forth the 
objective in such vague form as to amount to little more than 
economic “general welfare” legislation. The act does not provide 
any specific measures for achieving continuous full employment 
(aside from the useful provision for the coordination of federal 
economic policies), but it might be interpreted as underlining 
the need for such specific measures if the responsibility of the 
Federal government . . to promote maximum employment 
production, and purchasing power,” which it declares as national 
policy, is to be carried out. The big job of implementation re- 
mains to be done. 

2 The relegation of federal outlays to the role of gap-filling can be explained 
in part by “political expediency,” the desire to wrap oneself in the robe of 
financial orthodoxy when proclaiming a not-so-orthodox doctrine. But more 
important than the use of accepted symbols is the unmistakable evidence of the 
widespread acceptance of the theory that a strictly compensatory (residual) 
fiscal program is adequate to provide a sustained level of full employment. See 
Hearmgs before a Subcommittee of the Committee on Banking and Currency, 
United States Senate, on S. 380, 79th Congress, 1st Session. 
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Full Employment Models 

The development of statistical models has contributed a great 
deal to the analysis of full employment problems. The technique 
involved is essentially one of estimating for a given year (i) the" 
gross national product at full employment, the incomes there- 
from, and the total expenditures by business, government, and 
consumers, and (2) the resulting gap between income and total 
outlay. Various methods of filling the gap are presented. Such 
studies make an important contribution by effectively demonstrat- 
ing that a condition of full employment cannot be expected after 
the postwar transition period, if the economic relationships that 
existed between the wars will reoccur. There must be an increase 
in expenditures beyond the “trend” levels somewhere along the 
line — either by business, government, or consumers. 

A shortcoming in analysis in most statistical models arises, 
however, from the limitations imposed by the fact that they are 
concerned only with describing static, short-run equilibrium con- 
ditions. Moreover, the emphasis on fiscal policy has so conditioned 
the selection of pertinent variables that the resulting models are 
not adaptable to the evaluation of the effectiveness of other poli- 
cies, such as wage-price policies, credit policies, etc. The (model) 
system, by excluding these elements, implies either that it is in- 
variant to changes in them, or that they can be assumed to be unim- 
portant or constant. Discussion of these elements as an aside, as is 
sometimes done, does not increase the usefulness of the model 
as an analytical and planning tool. 

What is needed is that the basic relationships and their inter- 
actions (through time) should be introduced into the system 
itself. Only thus can the relative effectiveness of the available 
economic weapons in meeting the full employment benchmarks 
be weighed, their timing considered, and inconsistent assump- 
tions avoided . 3 

3 For example, the National Planning Association models (“National Budgets 
for Full Employment”) permit a static view of the relationships between govern- 
ment outlays on the one side and consumption and business investment on the 
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A further danger of the tendency to forego analysis of “dy- 
namics” is the emphasis on short-run stability. For example, the 
models do not consider the long-run effects of the various meth- 
ods of filling the gap. Obviously, each of the methods will have a 
'different effect on production, income, and employment. We can- 
not be content merely with filling the gap. An ill-considered 
choice among the methods available may result in there being a 
smaller product to distribute in later years. 

Thus, the fact that an analysis of past economic relationships 
points to the necessity of raising consumption levels^does not in 
itself justify the conclusion that the entire estimated gap should 
be filled with individual consumption . 4 Much thought should 
certainly be given to the advantages and possibilities of reaching, 
the full potential of our productive pow r er , 5 so that an acceptable 
standard of living can be achieved for everyone, and full use made 
of technological advances. 

This points to the necessity of lifting the curtain of the aggre- 
gates, and making more detailed studies of the composition of 
such deceptive totals as construction, government expenditures, 
etc. A shift of emphasis in expenditures as to types of programs 
and projects — with significant difference in materials employed, 
relative payments to labor and capital, etc. — will give a different 
result from that anticipated from an historical-regression analysis 
treating aggregates. 

other. Thus, the “Business model,” presented as one method of achieving full 
employment, shows an increase in investment, while the “Consumption model,” 
as another method, shows an increase in individual consumption, with govern- 
mental outlays remaining at the estimated “trend” level in both cases. It might 
well be asked, however, whether, given the existing economic structure and re- 
lationships, it is possible to vary these components without involving significant 
changes in the governmental sector. 

4 Suppose the “Consumption model” is adopted; what would be the effect 
on total productivity in the following year and the years thereafter of increas- 
ing the relative importance of such industries as trade, services, food, furniture, 
and textile manufacture — industries in which output per man-hour has increased 
but little in the past generation — and a decline in the relative importance of such 
industries as iron and steel, machinery, petroleum and coal, and chemical manu- 
facture, in which there have been rapid increases in productivity? 

5 See J. M.’ Keynes, The General Theory of Employment, Interest , and 
Money, Harcourt, Brace, 1936, p. 325. 
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The closing of the gap is necessary for full employment, but it 
is not sufficient, for the spending must also minimize distortions 
within the technological framework of the economy if instability 
is to be avoided. 

Going the Whole Way 

It seems both undesirable and impractical to represent limited 
programs as adequate to do the job of assuring continuous full 
employment. That is comparable to a physician suggesting that 
penicillin alone will cure any bodily ill. It is incumbent upon 
the economic doctor to analyze the economic ills, prescribe as 
permanent and complete a cure as possible, and specify how far 
short of full recovery the patient will fall if only part of the 
prescription is followed. 

S'w. STRATEGIC FACTORS IN THE ECONOMY 

This paper is concerned essentially with the question of ap- 
proach to the development of an effective full employment pro- 
gram. To determine the elements which are basic to the construc- 
tion of such a program, it is helpful to examine briefly the dom- 
inant forces and the significant relationships in our economy. 

The Consumption-Saving Pattern 

Economists would render the policy makers an invaluable 
service if they could state categorically the exact national 
consumption-income ratio most conducive to the maintenance of 
continuous full employment with continually rising standards of 
living. Unfortunately, this cannot be done, but enough is known 
about the nature of this relationship to lay the basis for a rational 
policy. 

A glance backwards is useful here. We have been a nation of 
savers; individually, we have saved whenever we could; nation- 
ally, we have had net savings except in the very depth of the 
deepest depression. Especially pertinent is the fact that a consid- 
erable and stable percentage of national income has consistently 
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been saved at fairly high levels of income. This points to the con- 
clusion that, as Professor Hansen has put it, “as long as the current 
consumption-income pattern persists, the economy is geared to 
high investment.” 6 

It would seem that custom, habit, and persistent institutional 
factors have determined within rather rigid limits the ratio of 
consumption to income. Corporate practices with respect to de- 
preciation reserves and retained earnings, the volume of insurance 
savings (with large reserves being built up), and the relatively 
consistent proportions in the distribution of income are among 
the forces which have given stability to the consumption-saving 
function. Undoubtedly, the instability of the economic system, 
with its extreme fluctuations in national income, has strengthened 
the desire on the part of individuals and business organizations to 
save high percentages of income. 

Since the deep depression years of the early thirties, the propor- 
tion of national-income-paid-out going to wages and salaries has 
gradually increased. This income-equalizing force, making for 
an increase in the consumption-income ratio, has been offset in 
part, however, by an increase in the concentration of the other 
components (entrepreneurial income, dividends, interest, etc.). 
On the other hand, available figures indicate that during the war 
years and since, the income tax has been increasingly effective in 
reducing the inequality of the income distribution. This is in sharp 
contrast with developments in the American system of public 
finance during the twenties and thirties when the redistributive 
effects of the progressive federal income tax were apparently more 
than offset by the weight of federal, state, and local taxes on the 
lower income groups . 7 

Unless there is a turn-about in current sentiment, it seems likely 
that the progressiveness of the tax system will suffer from a reduc- 
tion in the federal income tax at the same time that consumption 

6 Fiscal Policy and Business Cycles , New York, W. W. Norton & Co,, 1941, 
p. 238. 

7 See Hansen and Period:, State and Local Finance in the National Economy , 
New York, W* W. Norton & Co., 1944, Chap. 3. 
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taxes remain at existing levels. The battle for a thoroughly pro- 
gressive revenue structure is far from won. 

Community consumption expenditures have increased rela- 
tively slowly in the United States and, in fact, increases at the 
Federal level during the thirties were largely offset by decreases 
in such expenditures by the state and local governments. Public 
outlays for education, health, and recreation have tended to re- 
main, on the whole, at what might be termed traditional levels. 
Certainly, their level and scope to date have not been such as to 
raise permanently the propensity to consume of the nation.; 

Looking ahead, there are a number of factors which would 
seem to mitigate against any appreciable increase in the private 
consumption-to-income ratio in the near future, including: (r) 
the inflationary price rises to the transition (reconversion) pe- 
riod which press down the level of real wages; (2) the tendency 
on the part of corporations to retain a very large share of earn- 
ings, due in part, no doubt, to the extreme uncertainties of the 
post-transition period; (3) the newly formed saving habit of the 
lower income group; 8 (4) the change in spending habits. 

Thus, both past and current developments point to the con- 
tinuation of a high saving ratio — unless there is deliberate govern- 
mental action to raise the consumption function. 

The Role of Investment 

It has frequently been demonstrated that the maintenance of 
full employment in a capitalist economy, with an increasing labor 
force and labor productivity, requires a growing national income. 

8 According to the Federal Reserve Board Liquid Assets Survey, almost half 
of those with an income of under $1,000 saved some of their income in 1945, with 
over a fifth of this group saving 20 per cent or more of their income, while over 
two-thirds of the $1, 000-^3,000 income class saved part of their income in 1945. 
It can be expected that these groups will at least make an attempt to continue 
saving. People learned to conserve and to “do without” during the war. The 
Liquid Assets Survey reports that when asked their purpose in saving, most 
people mentioned “security” motives; “only one out of ten indicated that they 
were saving to purchase consumer durable goods or to make other consumption 
expenditures . . .” Americans today seem more concerned with securing their 
futures than with “keeping up with the Joneses.” 
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In a highly dynamic economy, with a relatively stable saving- 
consumption pattern, the crucial factor is the rate of investment, 
with investment both generating income and increasing produc- 
tive capacity. 9 

Employment must be treated not merely as a function of na- 
tional income, but also as a function of the ratio of national income 
to productive capacity. Unless the marginal propensity to save 
declines or unless more capital is required per unit of output, it 
has been shown that the maintenance of full employment of pro- 
ductive resources in our economy requires investment to grow 
at a constant compound percentage rate. 10 The rate of growth 
is decisive. A study of the degree to which the growth of capital 
utilization in the United States has been correlated with the expan- 
sion of the national income shows that in the fifty years between 
1878 and 1928, an increase of capital employed — i.e., “a net capi- 
tal investment (including inventories), of about $320-11330 was 
associated on the average with an increase of $100 in the level 
of the net national income.” 11 

We are left with the conclusion that, given the economic rela- 
tionships which have persisted to date, the assurance of con- 
tinuous full employment is dependent on a constantly rising na- 
tional income, which, in turn, requires a large continued flow of 
net investment. In other words, we are in the same position as 
Alice’s Red Queen — we have to “run fast.” 

It is important to note that autonomous, anticipatory invest- 
ments, involving high rates of capital accumulation and engen- 
dering a vast network of underlying and supplementary industries, 
have played a leading role in our various periods of buoyant pros- 
perity and in the secular increase of per capita real income. The 
rapid expansion in railroads from the middle 1840’s to the decade 

9 The decisive role of this factor has been underlined in the work of Alvin 
Hansen. See especially his Fiscal Policy and Business Cycles , New York, W, W. 
Norton & Co., 1941. 

10 For a development of this approach see E. D. Domar, “Capital Expansion, 
Rate of Growth and Employment ” Econometric a, April 1946. 

11 H. Stern, “Capital Requirements in Progressive Economies,” Econo?nica> 
August 1945, pp. 163-71. 
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of the seventies, the growth of the automobile, electric power, and 
telephone industries in the first three decades of this century, 
together with the opening of new territory and the almost ram- 
pant exploitation of new resources, combined to give us a highly 
dynamic economy which went ahead in spurts and bounds, but 
with sharp downward swings between the long sweeps of tech- 
nological and innovational developments. In each case, the mere 
slowing down in the rate of growth of the key industries caused 
an absolute decline in the volume of new investment required in 
the plant and equipment of the subsidiary industries, such as iron 
and steel, petroleum, rubber, glass, and construction generally. 

That raises two crucial questions: First, can we anticipate any 
new industries (or revolutionary industrial changes) to take up 
where the railroad and automobile industries left off, i.e., to act 
as superchargers of our economy? And, secondly, if they do 
appear, will that alone be adequate to provide continuous full 
employment? 

It would take a fine crystal-ball to be able to answer the first 
question. It is possible, of course, that some giant new industry 
may appear or that we may experience a new industrial revolu- 
tion — as predicted by some — which would involve a far-reaching 
renovation of industrial equipment and provide investment out- 
lets for a long time to come. (The widespread application of 
atomic energy to industrial purposes, for example, may bring 
about such a development.) But there is no assurance that even 
with concerted private and governmental efforts in research such 
a new era of stupendous proportions will take place at all; and 
even if it does arrive, it may not come for another generation or 
more. Certainly, if continuous full employment is accepted as a 
prime social objective, complete reliance cannot be placed on a 
mere possibility. 

There are additional factors in the economy which must be 
taken into consideration. Our industrial plant is highly devel- 
oped, especially in the producers’ goods field. The size of the lat- 
ter has for some time now been geared to the demands of a rapidly 
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expanding system for more machines and structures of all kinds, 
and recently to the even more rapidly expanding demand for 
implements of war. At the same time, the tendency for con- 
servatism to accompany maturity on the part of the large semi- 
' monopolistic, well-entrenched firms with ample internal funds 
has become of primary significance. Production for an assured 
middle-and-upper-income-class market, restriction of output, sup- 
pression of patents and innovational developments, and other 
familiar practices have come about not only through the search 
for monopoly profits, but for other objectives as we$ — including 
the desire to maintain their position in the market, to safeguard 
capital investment, to achieve independence of the capital market, 
and to minimize taxes. The tendency for conservatism and restric- 
tion has undoubtedly been intensified by the boom-and-bust 
pattern of the past. Thus, it is quite possible that it would take a 
■frequent appearance of giant new industries, and possibly the 
appearance of several such industries at a time, to achieve a rate 
of capital growth adequate to maintain continuous full employ- , 
ment — given the existing consumption-saving pattern. 

These considerations would seem to point to the conclusion 
that at the present time there is urgent need both to raise the 
consumption-income ratio of the nation (and, thereby, narrow to 
manageable proportions the margin to be filled by net invest- 
ment), and at the same time to provide a “managed” lever to 
ensure a steady, increasing rate of real investment. 

III. A MANY-PRONGED ATTACK 
Raising Consumption 

In an economy in which there is no serious danger of savings 
falling below the volume adequate to permit all the new invest- 
ment which changes in technique make possible, but in which */ 
there is a persistent tendency for effective demand to fall short of 
the volume necessary to absorb the rapidly increasing products 
flowing from the technical progress, the emphasis must be on 

209 


Harvey S. Perloff 

giving consumers sufficient purchasing power to raise their effec- 
tive demand progressively. 

We are involved in an unfortunate circle. Because of the limited 
and widely fluctuating income of the masses of the people, busi- ^ 
ness concerns in large and important sectors of the economy 
tend to seek a fairly narrow, but relatively stable middle- and 
upper-income market, and price their products accordingly. But 
limited markets mean limited outlets for profitable investment, 
so that savings often lie idle and restrict the economy in generat- 
ing income for the masses of the people. Unless we can assume 
that the major section of the business community will voluntarily 
change over to a low-price-mass-market policy, we must con- 
clude that the circle can be broken only by deliberate govern- 
mental measures to raise the buying power of the lower income 
groups and the propensity to consume of the nation as a 
whole. 

But the level of the consumption function cannot be shifted 
upward by merely dumping a certain amount of purchasing power 
into the system. As already pointed out, our consumption-saving 
pattern derives from long-standing custom and persistent institu- 
tional forces. Raising the consumption function will require a 
concerted attack along many fronts, including: (i) a change in 
the proportion of the various distributive shares in the national 
income, (2) redistribution of income through the tax system and 
social service expenditures, (3) provision for more adequate 
“security” in order to narrow that motive for saving, (4) in- 
creases in community consumption, and (5) elimination of as 
many monopolistic forms and practices as possible. We shall 
mention briefly some of the measures which would contribute 
to the ends sought. 

Increase in Wage Share 

In fostering an economically healthier balance between dis- 
tributive shares, public policy might most effectively be directed 
toward: 
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(1) Maintaining a stable price level by the use of monetary 
and fiscal tools and price subsidies. 

(2) Making a concerted and continuing attack on monopoly, 
^ restraint of trade, costly corporate superstructures, and admin- 
istered prices. These forces are especially pernicious in reducing 
the real purchasing power of wage earners and other consumers, 
and in enhancing profits abnormally. 

(3) Paying Federal, state, and local employees higher-living- 
standard wages and salaries-. The public payroll was an important 
share of the nation’s total payroll, even before the war, when more 
than four million workers were employed by Federal, state, and 
local governments, and the figure is much higher today. The 
wages and salaries of some of these groups are notoriously low. 
For example, the national average for grade school teachers in 
1941-42 was only $1,366; rural school teachers’ salaries averaged 
$ 1,01 8. The increase since then has lagged behind the general wage 
rate increase. In other fields, such as public health and public 
welfare, salaries are equally inadequate. A full-employment wage 
policy should be applied in the public sphere. 

(4) Raising the level and extending the coverage of minimum 
wage provisions. This would require state as well as federal action, 
since a large proportion of the low-pay workers are in intrastate 
trade, services, and other industries. No doubt much of the gain 
made through the existing federal law has been dissipated by the 
inflationary price increases of the war and reconversion periods. 

(5) Raising farm incomes by encouraging submarginal farm- 
ers to shift into trade, commerce, and industry, and by improv- 
ing farm productivity and diversification through regional de- 
velopments of the TVA type. If successful, such measures would 
help lift the level of farm wages and farm incomes generally, and 
would help lower the prices of farm products to consumers. 

(6) Encouraging a rising wage-salary rate trend over the whole 
economy, and encouraging an extension of wage security. This 
is the most important item for achieving a higher consumption- 
income ratio, but at the same time it is the most difficult one. 
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However, the full potentialities of influencing the wage bargain 
in a free enterprise society have not yet been tapped. In particu- 
lar, a great deal more can be done in research and education, and 
the required use of fact-finding boards in major labor disputes. 
This would preserve the essential bargaining freedoms, but would 
ensure that national economic interests would be given a hearing 
and public opinion would be brought to bear in achieving na- 
tional policy. 

Income Redistribution 

Because of the rather definite limits to government activity in 
directing the proportion between various distributive shares, it 
is unlikely that the above-mentioned measures alone would pro- 
vide the desired increase in the consumption-income ratio. A 
redistribution of income, therefore, would seem necessary. To 
achieve such a redistribution, the entire tax system, including the 
state and local structures, must be made progressive, since the pri- 
mary consideration is the burden of taxes imposed by all levels of 
government taken collectively. Not only should there be greater 
reliance on the more progressive taxes (especially individual 
income and estate and inheritance taxes) , but greater equality in 
the impact of the various taxes as well (through improved assess- 
ment, the plugging of income tax loopholes, and similar devices) . 
The effects on investment of changes in the tax structure must, 
of course, be carefully considered and provision be made for ade- 
quate less-offsets . 12 To the extent that an economically sound tax 
structure contributes to the development of a system of con- 
tinuous full employment, it helps to reduce risk itself, since under 
such a system losses due to cyclical fluctuations are minimized and 
steady markets are fostered. 

Consideration should also be given to the fact that the various 

12 For a discussion of the effects of taxation on investment in risky enterprises, 
see Evsey D, Domar and Richard A. Musgrave, “Proportional Income Taxation 
and Risk-taking,” Quarterly Journal of Economics , May 1944, pp. 388-422. See 
also A. P. Lerner, “Functional Finance and the Federal Debt,” Social Research , 
February 1943, pp. 45-46. 
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levels of government must, by their very nature, have different 
types of tax structures. Thus, for example, it is not feasible for 
local units to levy a progressive income tax; they must rely on 
more or less regressive-type taxes. It follows, therefore, that the 
"relative shares of the total responsibility for financing public 
services assumed by the various levels of government will deter- 
mine, in large part, the character of the over-all tax structure. 
The assumption by the Federal government of a larger share of 
the total financial responsibility (mostly through grants-in-aid) 
will itself increase the progressiveness of the total tax system. Cer- 
tain basic changes in social security taxation are needed as well. 
Reserve accumulation should be discontinued and the proceeds of 
payroll taxes be supplemented out of general tax revenues. 

An increase in social service expenditures would also serve to 
effect a redistribution of income. The important element is the 
relationship between taxes paid and benefits derived pom govern- 
mental expenditures by the various income groups. The objec- 
tive is to increase the income of individuals and families who 
necessarily consume all or nearly all of their income. What is 
needed, in the first place, is a comprehensive system of social in- 
surance and public assistance which would guarantee that at no 
time and under no circumstances would the income of any in- 
dividual or family fall below a certain basic minimum. Increased 
outlays for education, health, recreation, and other community- 
consumption expenditures would fill an economic as well as an 
urgent social need by raising the over-all level of consumption in 
the economy. Careful study of this subject has indicated that the 
most fruitful approach is the Federal underwriting of minimum 
service standards (chiefly through “equalization grants” to states 
and localities), since the greatest need is precisely in those areas 
with the most limited financial resources. 

A Dynamic Investment Lever 

As already noted, there are strong reasons why a sudden shift 
to an extremely high level of consumption Is both undesirable 
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and unfeasible. The make-up of our economy makes it inevitable 
that for some time to come, at least, net investment must play an 
important role. But as long as there is no certainty that private net 
investment will be forthcoming in adequate volume and with 
sufficient regularity to provide continuous full employment of 
productive resources, we need a powerful, dynamic lever which 
will make for long-range full employment stabilization in a pro- 
gressive economy. It is suggested that long-range development 
programs for every important river basin in the country (or on 
some other regional basis) , and redevelopment programs for every 
urban community, can furnish the key to both stability and prog- 
ress, by guaranteeing a continuous rate of capital growth so that 
the full potential of our productive powers can be reached. 

Estimates of needs and potentialities in these developmental 
fields point to a total figure of some ninety to one hundred billion 
dollars (at 1943 price levels) for the next decade. Needs in resi- 
dential construction alone are estimated to call for an expendi- 
ture of about fifty-five to sixty billion dollars. The proper man- 
agement and direction of such a volume of investment can serve 
as a potent weapon for the achievement of continuous full em- 
ployment. It is assumed that the vast bulk of the construction 
and other work involved will be handled through private initia- 
tive and a large share of the government-sponsored projects would 
be built, and possibly operated, by private contractors. But al- 
though the government share would be small in comparison, it 
can, through its planning, building, contracting, underwriting, 
and financing, stimulate and supplement private initiative so as to 
achieve the desired goal. 

The potentialities of regional coordinated planning and devel- 
opment have been dramatically demonstrated by the T.V.A. 
The control and utilization of water, land, mineral, and forest 
resources, the provision of cheap electric power, and the agricul- 
tural and industrial research aimed at the economic development 
of the region’s resources have opened important new outlets for 
investment, created permanent new sources of wealth and income, 
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and raised the living standards of the region. Certainly, the gains 
to the national economy would be immense if such developments 
were increased twenty-fold or more — as called for by studies of 
regional potentialities. 

Similarly, the integrated redevelopment of urban areas on a 
metropolitan basis would provide vast and steady outlets for in- 
vestment. The rebuilding of cities would provide an investment 
lever of immense proportions, and clear the way for billions of 
dollars of private investment. 

Developmental Programs vs. Uncoordinated Projects 

Developmental programs of the type mentioned above are 
dynamic and flexible. The T.V.A. has demonstrated that an inte- 
grated long-range program presents infinite variation in volume, 
in direction, and in time element; for example, that a dam which 
ordinarily takes three years to build can be built in one year under 
pressure. Similar flexibility has been shown by the more advanced 
long-range urban programs, both as to the timing in the initiation 
of projects and in the rate at which they proceed. 

It is because economic conditions vary greatly over time and 
between areas of the country that there is such a great need for a 
publicly controlled stabilizing element in the economy. It is not 
only a question of making public investment itself flexible, but 
also one of overcoming the bottle necks to private investment 
through such methods as research, land purchase (clearing the 
way for construction), provision of transportation and power 
facilities, provision of cheap credit, underwriting of projects, and 
improving the land resources, efficiency, and, as a consequence, 
the purchasing power of the farming community. If, at any time, 
an investment boom should develop, regional and metropolitan 
agencies of the type envisaged would be in a position to bring 
about a more balanced distribution of labor and material resources. 
An urban agency, for example, could limit certain types of con- 
struction activities through its control of land use; a regional 
authority could ease the shift of farm labor into industry, and 
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direct its research toward breaking bottlenecks that are certain 
to develop. 

It is important to realize that uncoordinated, make-shift public 
works programs of the traditional type have severe limitations for 
use in stabilizing the economy. Experience has shown that it is 
difficult to get the necessary advance planning and preparatory 
financial arrangements when masses of uncoordinated individual 
projects are involved, and that such projects offer little flexibility 
after they are under way. Moreover, there is a tendency to under- 
take those projects which are “ready to go” in terms of engineer- 
ing and other plans rather than those which are most urgently 
needed. But possibly the greatest disadvantage of catch-as-catch- 
can public works programming on an “on again, off again” basis 
is the distorting effect it can have on various industries and various 
sections of the country. When all these factors are considered, the 
advantages of coordinated, flexible, long-range, developmental 
programs executed by permanent on-the-spot agencies, as com- 
pared with the haphazard bunching of individual projects, seem 
indisputable. 

T echnological Advance 

A comprehensive full employment program must, of course, 
encompass additional measures. We have already noted the role 
which giant new industries have played in our economic develop- 
ment. Since no revolutionary new industry, such as the railroad 
or automobile, is now on the horizon, we must fall back upon a 
more rapid advance of technology within the existing industries, 
if we are to find private investment opportunities adequate to 
maintain full employment. But here again we run into the block 
of monopoly and monopolistic competition, and the tendency to 
shelve patents and to delay the introduction of new machines. 
Progress is slowed down in this manner, and the outlets for new 
capital formation, available under more vigorous price competi- 
tion, are cut off. 

The urgent need for technological advance suggests the desira- 

216 


Elements in a Full Employment Program 

bility of deliberate action, of a far bolder character than hereto- 
fore envisaged, along a number of fronts: (i) the extension of 
government sponsored research; (2) vigorous anti-monopoly ac- 
tion, including not only “trust-busting,” but also a clear-cut policy 
which would define the point at which public regulation begins 
and the further point at "which public ownership is assumed; 
(3) encouragement of small units directed by the Schumpeterian- 
type entrepreneur and innovator; (4) government competition 
in certain fields and the use of the government “yardstick” in 
others; and (5) improved patent laws to permit wider use of 
inventions and to prevent shelving. 


Summary 

This article has discussed the problem of evolving an effective 
full employment program only in the barest outline. Because of 
the limitation of space, certain important elements of a full em- 
ployment program, such as the role of monetary policy and inter- 
national trade, have been left out completely or only lightly 
touched upon. The main purpose has been to emphasize the im- 
portance of certain of the dynamic elements in our domestic 
economy and their significance for a full employment program. 
The conclusion is that an equating of outlay with full-employment 
output will not by itself create the conditions for continuous full 
employment — even though such a measure must certainly be an 
integral part of a broader program. Deliberate government action 
is necessary to raise private and collective consumption, and to 
provide the conditions under which net investment can increase 
at a progressive rate as long as there are social advantages to be 
gained from such investment. 
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Credit Controls, Interest Rates, 
and Management of Public Debt 

BY 

RICHARD A. MUSGRAVE 


The credit structure of our economy has been profoundly af- 
fected by war finance. From 1940 to 1946 the volume of fixed 
interest bearing debt, public and private, rose from 2 1 5 to 450 
billion dollars. United States Government obligations increased 
from 40 to 260 billion and now comprise over one-half of the 
total debt. As a result, the yield on Treasury securities has come 
to dominate the general level and structure of interest rates. Be- 
fore the war, less than 40 per cent of the earning assets of com- 
mercial banks were in Treasury obligations; the present ratio is 
70 per cent. Thus the link between credit policy and debt man- 
agement has been drawn more tightly, and central banking is 
confronted with a new set of problems. 

The current dilemma of credit and debt policy may be viewed 
as a triangular conflict between: 

(1) pursuit of the traditional objectives of credit control, in- 
volving adjustments in credit supply and interest rates; 

(2) maintenance of a low level of interest cost in the Federal 
budget and of stability in the market for Government securities; 

(3) meeting the liquidity and earning requirements of various 
investor groups. 1 

1 Objectives grouped under (i) are usually thought of as problems of Federal 
Reserve policy; those grouped under (2) as a matter of Treasury policy. Ques- 
tions of jurisdiction are disregarded here, as all three aspects are matters of pub- 
lic policy. 
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These different objectives clash in several respects. Traditional 
precepts of credit policy, during a period of inflation, call for 
the application of restrictive measures, while debt stabilization 
may require open market purchases. Yet, the Central Bank can- 
not restrict reserves to check credit expansion, and simultaneously 
purchase securities in the open market to keep their prices from 
falling. At other times, economy of interest payments required 
under the second objective may clash with equity considerations 
required under the third, and both may clash with needs for flex- 
ibility arising under the first objective. 

Our problem is to appraise these conflicting objectives, to con- 
sider what compromises are possible in the present institutional 
setting, and to inquire what institutional changes may permit a 
more constructive solution. 

I. INTEREST RATES AND MONETARY POLICY 

Theorizing on monetary policy has been based largely upon 
the principle that real investment (i.e., capital formation) tends 
to increase when the rate of interest is lowered, and vice versa . 2 
The general rule, extending from Wicksell to Keynes, has been 
to adjust the rate of interest so as to secure that level of invest- 
ment which provides high employment and over-all price stability. 

Wicksell and his followers were well aware that interest as a 
market phenomenon is a price paid for the use of money. This 
market rate of interest was contrasted with a “natural” or equi- 
librium rate which, in the last analysis, is not a monetary phe- 
nomenon, but depends on the rate of return to be expected from 
additions to the stock of capital. By adjusting the ability of the 
banking system to lend, credit policy was to be used as a device 
for changing the differential between the natural and market 

2 No specific definition of the term “interest” can be developed here. Suffice it 
to say that the term is used in the economist’s sense of payment for the use of 
funds where there is no default risk, but liquidity risks are included. Similarly, 
we disregard the fact that “the” interest rate is actually a structure of rates, dif- 
fering with maturities. If any one rate need be referred to, the reader may think 
of “interest” as the return on a, say, eight-year U.S. Treasury obligation. 
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rates, thereby controlling the level of investment. The formula 
was refined subsequently, but the basic criteria for monetary 
policy remained much the same. The market rate of interest, as 
redefined in Keynesian theory, depended upon the money supply 
and liquidity preference. The rule now was to establish that rate 
of interest which equated the price for money and the marginal 
efficiency of investment (itself a first cousin of the old produc- 
tivity concept) at such level as would call forth a full employ- 
ment rate of investment. While the theory became more compre- 
hensive and the number of variables was increased, ,the invest- 
ment effects of changes in the rate of interest have remained a 
significant equilibrating factor in monetary and income theory. 

If the rate of interest is as potent a factor in determining the 
volume of investment as theorists postulate, it is important that 
public policy should regain the freedom of interest rate adjust- 
ment now largely abandoned in favor of guaranteed stability in 
the security market, and that means be developed whereby this 
can be done without unstabilizing security values unduly. If the 
premise does not hold, the conflict largely disappears. Consider- 
ations of debt management may then be taken as the decisive 
factor in interest policy. In re-examining this premise, we shall 
distinguish the longer run relationship between investment and 
the established level of interest from the shorter run effects of 
changes in the level of interest or of expectations of change. Fi- 
nally, the investment effects of changes in the mere availability of 
bank credit, as distinct from changes in the cost of credit, will be 
considered. 

Investment and Long Run Effects of Rate Level 

( i ) We first turn to the longer run effects of the level of inter- 
est on the volume of investment. Considering the burden which 
theorists have placed upon interest as a cost factor in real invest- 
ment, there has been little proof of its importance. Such statistical 
evidence as has been obtained does not prima facie support the 
premise that the demand for investment funds is highly elastic 
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with respect to interest. Partly, this impression may be due to the 
fact that historically adjustments in interest policy have coincided 
with drastic changes in profit expectations (i.e., action is taken 
near the turning points of the cycle) which themselves give rise 
to sharp shifts in the demand schedules for credit. It stands to 
reason that in periods of rapid change in expectations such shifts 
will more than offset movements which may occur along any one 
schedule in response to changes in interest costs. 

But this is not all. Quite apart from shifts in the demand for 
real investment funds, the demand schedule prevailing at any one 
time is characterized by a low interest elasticity. This is explained 
by the nature of the factors which enter into the planning of 
investment decisions. Investment in a piece of equipment is profita- 
ble if the present value of its income stream exceeds its cost. The 
profitability of new equipment thus depends on its cost, the in- 
come stream which it is expected to yield, and the rate of interest 
at which this income stream is discounted. The rate of interest 
is set by the cost of borrowing safe funds or the return available 
on safe investments, say, in Government securities. 3 The interest 
factor is the more important the longer the period of discount, 
but how long a planning period is considered depends upon the 
certainty of the earning outlook. In an unstable economy such 
as ours, the typical earning outlook is highly uncertain, since the 
probable value of the income stream depends not only upon the 
relative markets for specific products but also the general level of 
income, and this is highly unpredictable. 

The uncertainty of the earning outlook increases progressively 
with the length of the planning period, so that it is customary 
for investment planning in many lines of business, covering a wide 
range of total investment, to disregard earning prospects beyond 
5 or io years. An investment is not made unless “it will pay for 
itself” during that time. Since the effects of interest on the present 

3 Where the investor uses his own funds, the interest rate enters his calcula- 
trions as an opportunity cost. Where he obtains funds against safe collateral, 
interest represents the cost of borrowing. Where he borrows without collateral 
the gross rate charged will include a risk premium. 
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value of an annuity depend upon its time spread, the shortness of 
the planning period greatly reduces the significance of the interest 
level. Indeed, the effect on profits of a very moderate percentage 
change in cost or earnings is likely to be equivalent to that of a 
relatively large interest differential. 4 This explains why the level 
of interest has but limited bearing on the volume of real business 
investment, with the possible exception of such fields as public 
utilities or municipal public works, which combine a high ratio of 
capital cost with a relatively low degree of uncertainty and hence 
have a longer planning period, or of residential construction, the 
demand for which depends largely on factors other than profit 
expectations. 

As far as the cost of capital is concerned, the cost of risk and 
uncertainty (here referred to as the risk premium), rather than 
the cost of borrowing “safe” funds, dominates the investment 
decision; the return on safe funds (i.e., interest in the economist’s 
sense of the term) is but one element in the cost of funds to the 
investor. 5 A 50 per cent reduction in interest paid on safe invest- 
ment such as Government bonds, for instance, may result in, say, 
only a 10 to 20 per cent reduction in the gross (interest plus risk) 
rate paid on such risk investments as certain mortgages and equip- 
ment expenditure for the manufacture of a new product. 

In a highly unstable economy where the planning period is nec- 

4 To illustrate: The present value of an annuity of $1,000 paid annually over 
a five-year period and discounted at 2 per cent is $4,713. Should the interest 
rate rise to 5 per cent, which would be a 150 per cent increase, the present value 
would fall to $4,329. If, prior to the rate increase, the investment was just worth- 
while, i.e., the cost of the equipment just equalled its present value, the invest- 
ment after the 150 per cent rise in the rate of interest would result in a loss of 
$384. This same loss could have been brought about by an increase in the pur- 
chase price of only 8 per cent or an almost similar decline in anticipated earnings* 

For development of this argument, see F. A. Lutz, “The Interest Rate and 
Investment in a Dynamic Economy,” The American Economic Review, VoL 
XXXV, December 1945. 

5 Again this statement is equally applicable to the investor who uses his own 
funds and finds that the cost of risk taking is large relative to the opportunity 
cost of safe investment, or to the borrower who pays a gross rate and finds that 
interest is a relatively minor component in the total charge. 

A discussion of risk and uncertainty cannot be undertaken in this context. The 
term risk, as used here, is meant to cover both types of contingency. 
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essarily short, little faith can thus be placed in the effectiveness of 
monetary policy if it is made to hinge on the rate of interest as a 
cost factor. The rate of return on safe investment is subject to 
manipulation by monetary policy, but, in an uncertain economy, 
it is no major factor in investment decision. The other component 
of the gross rate of interest — i.e., the cost of risk taking or risk 
premium — is of major importance in real investment decisions, 
but it is largely independent of monetary policy. 6 

(2) Nor is there reason to attribute great significance as a long 
run factor to the level of interest as a determinant of the supply 
of loanable funds. 

While it is agreed that the higher the rate of interest, the 
greater the willingness to part with cash balances at any given level 
of income and money supply, this has hardly been a significant 
relationship for the practical range of interest rate changes, al- 
though it may turn out to be of somewhat greater importance in 
view of the increased ratio of money supply to income in the post- 
war economy. If income rather than price effects are considered, 
the result may, in fact, be the opposite. Just as the rate of savings 
may rise when interest falls (where the saver’s objective is to reach 
a set total of interest income), willingness to lend may be higher 
at the lower rate level. 

The level of interest, however, may be more significant for the 
distribution of funds between safe and risk investment. On general 
grounds, it may be expected that a low level of interest will result 
in a reduced cost of risk taking; or, putting it differently, that the 
gross rate charged on risk funds will decline by more than the fall 

6 Yet, it is this “gross” rate which must be reduced if investment is to be en- 
couraged under conditions of deflation. Policies must be devised which reduce 
risk and uncertainty. Arrangements for risk pooling and Government guarantees 
of risks offer a promising and all too neglected approach, but the more funda- 
mental solution is to assure over-all stability of markets. By securing such stability, 
a substantial part of investment risk and uncertainty may be eliminated and risk 
taking be reduced to its proper economic function. The planning period can be 
lengthened and the importance of the interest factor be increased. A change in the 
rate of interest might then become of considerable importance in controlling 
the level of private investment. 
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in the rate of interest. There are two reasons why this should be 
the case. If the rate of interest is low, investors — institutional in- 
vestors such as life insurance companies in particular — will find it 
necessary to supplement low incomes with earnings from risk 
taking. This income effect will increase the supply of risk funds. 
Moreover, if the rate on safe investment is reduced while the risk 
premium remains unchanged (and as long as the percentage de- 
cline in risk premium remains less than that in interest) , the rela- 
tive attractiveness of risk investment (i.e., the ratio of risk pre- 
mium to net interest cost) is increased. This price effeqt will again 
mean an increased supply of risk funds, with the result that there 
will be further pressure on the risk premium. The reduction in the 
risk premium, brought about by these two factors, is likely to be 
more significant in reducing the gross rate on risk funds and induc- 
ing risk investment than is the decline in interest as such. 

Investment and Short Run Effects of Rate Changes 

Short run effects of changes in the level of interest, and espe- 
cially anticipations of rate change, may be more significant than 
the longer run effects of actual changes. This will tend to be the 
case even though the previously discussed effects of a higher or 
lower rate are not called forth instantaneously with a change in 
interest but will take time to work out. A reduction in the rate of 
interest will not be reflected immediately throughout the entire 
structure of rates in the economy. The operation of income and 
price effects to reduce risk premium similarly is a matter of time. 
To the extent that there is such a lag in the downward adjustment 
of gross rates on risk funds, effects upon real investment will 
similarly be delayed. 

More important, however, is that the very change of rates itself 
may have certain short run consequences which will add to their 
immediate effectiveness. First, there is the familiar point that cen- 
tral bank action directed at a rate increase tends to be interpreted 
as a general signal of changing economic outlook, an indication 

227 


Richard A. Mus grave 

that “the boom has run its course.” Quite apart from the cost 
effects of a rate increase, this psychological factor alone may 
result in restrictive business action. 

Anticipation of rate change, moreover, may be an important 
factor, especially with regard to the supply of funds for finan- 
cial investment. As far as the demand for funds in real in- 
vestment is concerned, an anticipated rate decrease will tend to 
delay investment and an anticipated rate increase will tend to ac- 
celerate it . 7 As far as the supply of funds is concerned, expecta- 
tions of ra£e change work in the opposite direction, and may 
well be a major factor. For the supplier of funds, the prospect 
of higher rates will call forth a fear of capital loss and raise the 
desire for liquidity . 8 By shifting the supply schedule of funds, 
the resulting increase in liquidity preference may affect real in- 
vestment directly; but its primary importance is likely to be with 
respect to financial investment where increased liquidity prefer- 
ence will check the upward pressure on capital values — stock 
market and real estate values in particular. The slowing down of 
the financial boom in turn will tend to spill over into the field of 
real investment and be somewhat of a retarding factor there by 
dampening profit expectations and checking further declines in 
financing cost. 

Expectations of rate change accentuated by an exaggerated 
faith in the potency of monetary policy on the part of the finan- 
cial community thus contribute what is probably the major ele- 
ment of effectiveness to flexible interest rate policy. Expectations 

7 The investor who is considering the use of his own funds in real investment 
may instead place his funds into 2V2 per cent bonds while postponing the real 
investment in the expectation of borrowing later at 1Y2 per cent. 

8 This may be the case, even though liquidity preference may fall below the 
initial level after the higher rate is established and no further change is expected. 

Expectations of rate increase are the more significant the lower the initially 
prevailing level of rates. The effects of the expected rate change on liquidity 
preference, as Keynes points out, depend upon the relative magnitudes of yield 
at constant rates on the one side and the capital losses and gains with changing 
rates on the other. The lower the initial rate level, the less is the opportunity 
cost of retaining cash, while the potential capital loss due to any expected ab- 
solute rise in the rate is the greater the lower the initial rate level. A similar ar- 
gument holds for expected rate reductions, although it carries less weight. 
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of rate change may be effective whether or not the expected 
change comes to pass. Indeed, expectation of rate change, in the 
short run, will tend to be more effective than actual rate changes 
that have occurred, and quite likely they will be more significant 
titan the longer run effects of actual rate changes. For these rea- 
sons, interest policy will be more useful as a device of cyclical 
policy than as a device of secular policy. 

Investment and Availability of Bank Credit 9 

So far we have dealt with effects of changes in interest upon 
demand and supply factors in the credit market. The major con- 
clusion has been that the effectiveness of interest adjustments is 
slight, mainly because interest elasticity of demand for funds is 
low. This must now be reconciled with the contention that the 
general effectiveness of credit policy does not hinge primarily 
upon borrowers’ responses to changes in the rate of interest, in 
which case credit policy may be effective even though it be 
granted that the elasticity of demand for funds is low. Rather, 
the effectiveness of credit policy is held to rest on the “direct 
effects of changes in the availability of credit.” As it is difficult 
to find a concise statement of the availability argument, we may 
venture our own interpretation. 

( i ) A change in the “ availability of credit ” evidently means a 
shift in the credit supply schedule. Suppose that the availability of 
credit is contracted, that is, the credit supply schedule is shifted 
to the left. As a result, the amount of credit taken is reduced and 
interest rises, depending upon the elasticities of demand and sup- 
ply in the credit market. What then is the meaning of the proposi- 
tion that “the change in interest is not important in determining 
the change in amount of credit taken”? 

We interpret it to mean that the shape of the demand schedule 
is considered to be relatively unimportant, i.e., that the change in 
credit taken will be much the same, whether or not demand is 
inelastic. This, of course, is the case where the supply of credit is 

9 1 am indebted to Ralph A. Young for most helpful suggestions on this section. 
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highly inelastic. In the extreme case where the supply has zero 
elasticity, the reduction in the amount of credit taken (due to the 
contraction in supply) will indeed be entirely independent of the 
demand elasticity. The latter will then be significant only in set- 
ting the new rate of interest . 10 In general terms, the more in- 
elastic is the supply schedule, the less significant will be the elas- 
ticity of demand for credit in determining the effects of a given 
shift in credit supply on changes in the amount of credit taken. 
And for purposes of policy, it is the change in amount of credit 
taken that counts. 

The availability argument thus emphasizes shif tability and in- 
elasticity of credit supply. Looking at the over-all lending and 
investing ability of banks, the total credit supply schedule is en- 
tirely inelastic when banks are loaned up, and (contrary to the 
present situation) no additional funds can be obtained through 
sale of securities to the Federal Reserve Banks. If excess reserves 
(actual or potential) are available, however, not even the total 
credit supply can be expected to be entirely inelastic, since there is 
a choice between holding cash and investing. Analogous to the 
joint product case, moreover, one should expect the elasticity of 
supply to be greater for individual lines of credit than for the com- 
bined schedule. But some additional considerations, peculiar to 
the credit business, alter the picture. Differences in the net returns 
obtainable from different borrowers will undoubtedly affect the 
allocation of funds between different classes of loans and invest- 
ments, but they are not the only factor. To a considerable extent, 
the allocation of funds is guided by the banker’s desire to allocate 
quotas to different uses of funds, so as to obtain the right combina- 
tion of risk and liquidity in his asset portfolio. 

The quota system, thereby, introduces a considerable degree 
of inelasticity (with respect to interest) in the supply of funds 
available for different uses, especially when there is a change in 
total credit supply. When a bank’s lending capacity is curtailed, 

10 We assume that the demand for credit has some elasticity and there is a posi- 
tive rate of interest at which the various credit supplies are absorbed. 

230 


Credit Controls mid Public Debt 

the quota available for each group of borrowers will be cut some- 
what, but the quota for risk loans will tend to fall off more sharply 
than that for credit to prime borrowers. Potential borrowers, espe- 
cially in the risk group, will find that no additional funds are avail- 
able even though they may be willing to pay a higher return. 11 
Again, the reason is that the curtailment of funds is rationed out 
to a considerable extent on the basis of liquidity and risk consid- 
erations rather than with regard to earnings. 

Restriction of credit availability may thus be an effective means 
of controlling the use of credit even though the demand for funds 
is inelastic. The fact that these considerations have been given lit- 
tle attention in monetary theory — though availability considera- 
tions have for long been a factor in central banking policy — has 
led to an under-evaluation of their possible effectiveness as a 
restrictive device. 12 

(2) An important consideration in this context is that the 
effectiveness of availability restriction (i.e., reduction in amount 
of credit taken) does not derive from the unwillingness of bor- 
rowers to pay a higher rate. Therefore, its effectiveness will not 
be impaired if means can be found to neutralize its impact upon 
interest rates; and if this can be done, the conflict between credit 
policy and debt management is reduced. As long as demand is 
held constant while supply is reduced, the rise in the rate is 
unavoidable, however. In order to permit a curtailment in supply 

11 When credit restriction is rationed out by way of curtailing risk credit, the 
concomitant tightening of interest may not only be relatively unimportant, but 
may indeed be hidden under the surface. While the gross interest charge re- 
mains the same, the riskiness of the average loan is decreased. The risk compo- 
nent of the gross interest charge accordingly is reduced, leaving an increased 
residual for interest in the economist’s sense. 

A quite similar situation arises in connection with direct curtailment of con- 
sumer and stock market credit. Here the marginal (riskier) borrowers are ex- 
cluded by certain requirements for down payment. Under competitive condi- 
tions, one should expect, indeed, that the gross charge on such loans would be 
reduced with a tightening of requirements, unless the specific restriction was 
accompanied by a general curtailment of credit. 

12 Availability controls (as traditionally argued with respect to rate adjust- 
ments) are of little use for depression policy where the problem is one of lacking 
demand. 
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to be rationed out without a rise in price, demand must be cur- 
tailed. While such control is not feasible where the demand for 
credit as a whole is concerned, it is feasible in certain credit areas. 

This, indeed, is exactly what is done through the use of familiar 
forms of selective controls, such as stock market or consumer 
credit controls. While the controls operate in terms of demand 
rather than supply restriction, they are nevertheless of the general 
character of availability controls; their purpose is to cut off the 
use of funds along certain lines and to do so directly and not 
through price adjustments. By enforcing a reduction in demand 
for certain lines of credit, selective controls, in effect, render it 
possible for the lender to ration out a reduced supply without 
cost increase. They are especially useful in areas — such as stock 
market credit where all borrowers may offer the same collateral — 
in which the lender alone is not in a position to ration. Specific 
credit controls thus permit credit restriction without forcing a rise 
in rates. Where rate stability is desirable as a matter of debt man- 
agement, vigorous use of selective rather than general credit con- 
trols seems in order. 

While selective controls provide no guidance over the sec- 
ondary use of credit, this does not question their usefulness. The 
availability argument is not a proposition in quantity theory; what 
is most important is not the total money supply but the availa- 
bility of credit to borrowers who, by definition, are would-be 
spenders. Where specific controls can be applied they permit bet- 
ter qualitative direction than does general restriction of availa- 
bility which may not be rationed out in the most desirable way. 
However, it must also be recognized that in using selective con- 
trols monetary policy loses the impersonal nature of general credit 
restriction, a characteristic which has been considered one of the 
main advantages of monetary policy. 

^ Conclusions 

What may we conclude about the “correct” level of interest 
rates over the longer run and the need for flexibility of rate policy 
in short run adjustments? 
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The theoretical concept of an optimum rate has little practical 
application to the average level of rates maintained over a longer 
run period. On the demand side for funds there is no strong rela- 
tionship between real investment and the level of interest cost, 
due largely to the high degree of uncertainty in profit expecta- 
tions. On the supply side of funds, the level of interest rates may 
be expected to have little or no effect on the rate of savings, and 
only a sluggish effect on liquidity preference. The level of rates 
may be more significant as a factor in the distribution of available 
funds between risk and safe investment, but this is a far cry from 
the traditional postulate of a close and direct relationship be- 
tween investment and the rate of interest. We are left with the 
conclusion that it is exceedingly difficult, within a reasonable 
range of rate variation, to prove that a somewhat higher or a some- 
what lower rate level is the “proper” one. Due to the nature of the 
demand and supply relationship involved, our analysis leaves us 
with a wide range of indeterminancy as to the “proper” level of 
interest. During a period in which there is a secular tendency for 
investment to fall short of intended saving at high employment, 
the deflationary gap or deficiency in investment would be much 
the same with long-term interest rates at i or at 3 per cent. During 
a period of inflation pressure when there is a secular tendency for 
intended savings to fall short of investment, the higher level of 
rates as such would do little to lower investment and close the 
inflationary gap. If this is true, the desirable level of rates may be 
determined largely on grounds other than those just considered, 
i.e., distributional and debt management considerations become 
largely controlling. 

The impact of rate changes upon the gross rate charged on risk 
capital takes time to work out, so that the previously considered 
effects of rate changes will be further reduced where the short 
run is concerned. Yet, changes, in . interest rates may have a sig- 
nificant psychological effect in the short run, and the anticipation 
of change as such may be an important factor in determining the 
supply of funds for financial investment. It may be useful, there- 
fore, as a matter of cyclical stabilization to ease or restrict credit 
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even though little may speak in favor of the longer run effects 
of the resulting new rate level. Because of these short run effects, 
and other considerations permitting, it will be desirable to retain 
some freedom in using interest rate adjustments as an element of 
cycle policy. In particular, it will be desirable, where possible, to 
avoid rigidities which exclude any possibility of change and thus 
rule out effects which may be derived by creating expectation of 
change. 

Short and long run considerations may, of course, be interde- 
pendent. TJjus it has been argued that a rise in rates in a boom 
period — although it may do some good from a short run point of 
view — is undesirable, because it may not be possible for political 
reasons to retrace this step later on, even though over the longer 
run economic conditions may prove to be such as to require a low 
rate policy. 

Finally it has been pointed out that changes in the availability 
of credit may be a useful instrument of policy and that the effec- 
tiveness of such change does not primarily depend upon the reac- 
tion of demand to the concomitant increase in rates. If combined 
with direct controls over the demand for funds, rate increases may 
indeed be avoided even though credit is restricted. Where rate 
changes are found incompatible with other policy objectives, this 
suggests emphasis upon the use of selective rather than general 
credit controls. 

II. INTEREST RATES AND DEBT MANAGEMENT 

Debt policy in coming years will be primarily a problem of man- 
aging the large body of debt now outstanding. What does this 
imply with regard to budgetary interest cost, the level and sta- 
bility of rates, and the maturity composition of the debt? 

Budgetary Interest Cost 

From a budgetary point of view there is a presumption in favor 
of low interest payments, i.e., a low level of rates and/or short 
maturities. 
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Suppose that interest payments are to be increased. This may 
be done at the cost of other expenditures, in which case no ques- 
tion of financing will arise. The budgeting considerations will 
then depend upon the relative merits of higher interest payments 
as against those of alternative expenditures. Where higher interest 
payments are a net addition to the budget, additional financing 
is required. If they are to be tax financed, possible deterring effects 
of increased taxation upon consumption and private investment 
may develop, notwithstanding the popular argument that “no 
harm can be done where an internal transfer of funds only is 
involved.” 13 While increased interest payments raise taxable 
income as well as revenue requirements, this will not prevent the 
need for increasing the tax to income ratio; and to the extent that 
depressing effects result therefrom, they are not relieved by the 
fact that the receipts are channeled into transfer rather than real 
expenditures. Except under inflationary conditions, such depress- 
ing effects are undesirable. Where the additional interest pay- 
ments can be loan financed, the case may differ. Within a rea- 
sonable range, depressing effects of additional taxation may then 
be avoided or offset by financing an appropriate fraction through 
borrowing. But even then there are limits to the total level of 
expenditures which may be financed without disturbing repercus- 
sions , 14 and higher interest payments are likely to remain less de- 
sirable than alternative increases in other expenditures. 

The importance of these arguments will depend, of course, 
upon the magnitude of the rate increase and the nature of the 

13 Conceivably increased tax and interest payments may raise consumption 
but, with the given distribution of debt holding and revenue structure, this is 
unlikely. See note 27. 

14 It does not follow that, whatever the level of transfer expenditures, “Func- 
tional Finance” rules will always provide some combination of tax and loan 
finance for which high employment and price stability are maintained. Carried 
to the extreme, the system will break down, even if optimum taxes are used. (The 
case of a specific tax on interest income, i.e., interest free finance, is ruled out.) 
Given an exorbitant ratio of transfer expenditures to earned income, the rate 
of tax required to check inflation might be extremely high and so reduce the 
fraction of earned income retained after tax (to an infinitely small percentage 
in the limiting case) that the entire process of automatic allocation and factor 
pricing, essential to a decentralized market economy, will cease to function, 
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particular situation, but in principle the budgetary presumption 
for a low level of interest payments is on fairly safe grounds. This, 
we note, means a presumption not only in favor of low rates but 
also of short maturities. The problem is two-pronged. But all this 
is not to suggest that cost considerations should be controlling, 
especially where changes in rates are not to be of long duration . 18 
They are one factor in the picture, but by no means the only 
factor. The objective of debt management to keep interest cost 
low is a partial objective and must be balanced against other 
objectives which will now be considered. 

Debt Management and Rate Stability 

( i ) In recent discussions, much emphasis has been placed upon 
the need for price stability of Government securities. Basically, 
this means that debt management must maintain public credit “in 
good standing.” There must be assurance that the investment 
community in the aggregate will wish to continue to hold the 
debt to maturity; that it will absorb new issues offered in refund- 
ing of maturing debt; and that it will absorb such additions to the 
debt as may prove necessary. The implication of these require- 
ments is not that “default” must be avoided; sufficient total de- 
mand for Government securities cannot fail to exist since the 
Government itself controls the market for its obligations through 
the medium of credit policy. Rather the implication is that the 
debt must be placed with desirable investors and at desirable 
terms, and that the Government is protected against having to 

15 Successive shortening of maturities will not necessarily reduce the average 
rate paid, however. The Treasury, acting as a monopsonist, will “purchase” funds 
of varying maturities at such amounts as will equate marginal costs. The fact 
that shortening of maturities will tend to result in a continuous reduction of 
financing cost is due to the highly elastic supply schedule for short-term (largely 
bank) funds. 

With regard to short-run adjustments in rates, note that a change in rates does 
not apply immediately to total debt outstanding, but only to that part of the 
debt which comes up for refunding. If the present level of rates was doubled 
while the present maturity composition of the debt was maintained, interest 
cost to the Government would eventually rise from five to ten billion dollars. 
Yet, the increase within one year would be only three hundred and fifty million 
and after five years, only one billion. 
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monetize debt or to condone its monetization, at an inopportune 
time. 

This points to the central conflict between credit adjustments 
and debt stability. If fluctuations of security prices are prevented 
in the first instance by offsetting credit measures, stability of secu- 
rity prices is assured, but the use of general credit restriction as a 
cyclical control device is surrendered. If, on the other hand, 
instability of security prices is permitted, a danger of cumulative 
fluctuation in security prices arises; the ordinary course of refund- 
ing operations may be interfered with, and the Government’s 
credit standing may be subjected to the strain of Vide price 
fluctuations. With a two hundred and fifty billion dollar debt, 
this contingency cannot be permitted to develop. Credit policy 
will have to step in at some point, and failure to intervene initially 
might require even greater debt monetization later on. But are 
these the only possibilities? 

Stability in security prices, of course, is a matter of degree. It 
is not evident that the protection of public credit standing re- 
quires the maintenance of complete price stability. The question 
arises whether the basic stability requirement may not be com- 
patible with such fluctuations in security values as would be occa- 
sioned by a moderately flexible credit and interest policy. The 
initial swings in security values induced by such a policy involv- 
ing, say, changes in the level of rates (or yields) of up to 20 per 
cent, are not likely to be drastic in the sense of endangering the 
asset position of investors. The real problem, however, is whether 
more violent swings might not result from such initial changes . 16 
The effectiveness of even slight fluctuations in interest, as is fre- 
quently argued, may have become significant due to the large bank 
holdings of public debt; but similarly, even slight fluctuations 

16 The amplitude of fluctuations in bond prices corresponding to given fluc- 
tuations in yield is a function of the maturity of the debt. Whereas a 20 per 
cent increase in the yield of consols would be reflected in a 16% per cent 
decline in their price, a similar rise in the present yield of 2.3 per cent on 2V2, 
per cent, twenty-year bonds would result in a price decline from 103 to 96; 
for the yield of 1.4 per cent on a 2 per cent five-year maturity, the result would 
be a decline from 103 to 101.4 
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may, for the same reason, produce major disturbances. In other 
words, if moderate initial fluctuations in security prices are 
permitted, can the total swings be held within reasonable 
limits? 

This returns us to the question of how the debt is placed among' 
various investor groups. Where the debt is held by bona fide in- 
vestors, the dangers of snowball effects will be very much less than 
were it held by speculators. To the extent that the debt is held by 
investors over whose portfolios public authorities possess some 
control, the, dangers of sudden liquidation are similarly curtailed. 
To place the debt safely, specific needs and preferences of dif- 
ferent investor groups must be taken into consideration. Thereby, 
it should be possible to establish stability in those parts of the 
market where it is most needed, and gain freedom to permit flexi- 
bility in other sectors. 

(2) The most obvious distinction is between security holdings 
by commercial banks and holdings by other groups. With respect 
to bank holdings, two issues arise. 

First, there is the problem of checking uncalled-for credit ex- 
pansion (and resulting pressure on rates) generated by the efforts 
of banks to increase (or prevent a decline in) their earnings from 
Government securities. As banks sell short-term issues to the Fed- 
eral Reserve Banks (which absorb these issues in the process of 
maintaining the rate structure) and purchase longer issues in the 
market, additional reserves are obtained, total security holdings 
by banks are expanded, and the money supply is increased. This 
problem has received a great deal of attention and must be solved 
before effective monetary control is restored. However, it is not 
the major issue in central banking reform, and from the econ- 
omist’s point of view it presents no great difficulty. Barring politi- 
cal obstacles, quite feasible solutions are available. 17 

17 These imply some measure of direct control over bank holdings of Gov- 
ernment securities or earnings derived from such holdings. A step in this direc- 
tion has been taken in the course of war finance by rendering the bulk of issues 
with maturities over ten years ineligible for bank holding, but more need be 
done. One approach might be to require banks to hold low interest bearing 
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Second, and more important, is the problem which arises if 
commercial banks want to reduce their security holdings on bal- 
ance in order to obtain reserve funds (or to offset restrictive ac- 
tion by the Federal Reserve) for purposes of expanding credit in 
’private assets. The provision of a mechanism by which this can 
be prevented is the basic problem of reconstituting central bank- 
ing policy. Again, various approaches are available, some of which 
also help to solve the first difficulty and most of which constitute 
a shift in the direction of ioo per cent (or high) reserve pro- 
posals. 18 Bank holdings of Government securities may be re- 
placed in part with issues not attractive or not available to other 
investors; a part of present security holdings by banks may be 
included in reserve requirements; or, more simply, a part of pres- 
ent security holdings may be transformed into required cash re- 
serves which, if necessary, may be interest-bearing. 

(3) Among nonbank investors, the major distinction is that 
between bona fide investors, who purchase Government securi- 
ties primarily for income and safety, and speculative investors, 
who have a major interest in capital gains. Speculation in long- 
term Government securities, extending beyond that needed for 

issues, another to limit their holdings of longer issues. The most direct way of 
meeting the problem would be the application of a tax on bank earnings from 
Government security holdings in excess of a certain average return on their 
portfolios. 

Solutions along these lines have been adopted by other countries. Canada, has, 
in effect, accomplished the same kind of result by obtaining an agreement 
between the Government and the chartered banks that earnings before income 
taxes on savings deposits would not exceed the cost of interest and other ex- 
penses of the “average” bank by more than Mo of 1 per cent of the amount 
of such deposits. In the United Kingdom, a similar solution has been reached 
by informal agreement between the Government and the chartered banks. 

18 Cf. Annual Report for 1945, Board of Governors of the Federal Reserve 
System, pp. 1-8, where two suggestions are made, one for limiting holdings of 
long terms by banks (over and above the restrictions imposed by present eligi- 
bility rules) and another for requiring additional reserves to be held in the form 
of short-term securities. The first of the two plans seems more useful as a check 
to the expansion of bank security holdings by shifting into longer maturities, 
and the second, as a more general device to restore Federal Reserve control 
over credit expansion of all kinds. 

Enactment of a certificate reserve plan was proposed by the Board of Gover- 
nors in November 1947. See Federal Reserve Bidletin for December 1947, p. 1461. 
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main taining a smooth rate structure, serves little if any economic 
function; and, by unstabilizing long-term yields, such specula- 
tion might render it difficult even for bona fide investors to stabilize 
their holdings. The problem may be solved in part by devices 
(such as proper tax provisions, margin controls, and controls 
over security loans) which will reduce speculation directly, and 
partly by meeting the investment requirements of potential long- 
term holders increasingly through nonmarketable issues of the 
savings bond type. By rendering the capital value independent of 
market fluctuations, the terms of these issues increase the investor’s 
liquidity position. In the absence of speculative intentions, there 
is no pressure to liquidate such holdings due to fear of capital losses 
if a decline in the price of market issues occurs. If, on the other 
hand, sales are made, they are made to the Government, and will 
not result in cumulative pressure upon security prices. 

Fears might arise that the use of nonmarketable issues might 
increase the investor’s dependence upon public debt policy. This 
is hardly the case. The use of nonmarketable issues does not permit 
debt management to disregard investor’s preferences; yields on 
nonmarketable issues cannot be set without reference to what the 
investor can earn somewhere else; investment in nonmarketable 
issues is no less voluntary than investment in marketable issues, and 
the freedom of redemption is indeed greater. Central banking 
policy is an important determinant of prices and yields, with or 
without the use of nonmarketable debt. In neither case is the level 
of rates established by automatically determined forces of supply 
and demand, but by market conditions which depend, to no small 
measure, on credit policy. The only freedom which would be 
curtailed by an increased use of nonmarketable issues is that of 
speculation, i.e., to earn a return above the one provided for in 
the coupon rate. For bona fide investors, this loss should be more 
than offset by the gain resulting from stability. If insurance com- 
panies wish more generally to place funds into less gilt-edged in- 
vestment outlets (and it is desirable, within limits, that they do so) , 
such funds should be channeled into increased investment in 
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private enterprise. Under certain conditions, to be considered 
later, the supply of a long-term investment medium might be 
recognized as a proper function of debt management, but under 
no conditions should it be the Government’s function to supply 
’ opportunities for speculation. 

(4) To the extent that the speculative element is discouraged, 
a substantial part of the long-term holdings of insurance com- 
panies, savings institutions, and small investors are replaced by 
nonmarketable issues, and some closer control is obtained over 
bank holdings in Government securities, the task of maintaining 
stability in the security market is greatly simplified. Given these 
policies, the danger that moderate fluctuations in security prices 
could assume snowball proportions will be greatly reduced. 
Thereby, some leeway for the use of flexible credit policy will be 
restored. 

Funded vs. Unfunded Debt 

The problem of stabilizing Government security holdings as 
discussed in the preceding section carries interesting implications 
for the issue of funded vs. unfunded debt. 

( 1 ) According to traditional theory, a sound debt structure is 
a long-term debt structure. This classical view has been stated as 
follows: 

As a general principle of finance it is unquestionable that the floating 
debt should be kept within the narrowest limits possible. — The great 
evil of floating debt is its uncertainty. To be open to the risk of a sud- 
den demand for payment is to be in the position of a banker without 
the securities with which he provides himself; and it is precisely in 
times of commercial difficulties that the call is most likely to be 
made. 19 

There is good sense to the main objective here stated: Debt 
management should avoid placing the debt with investors who will 
subject the Government to the risk of having to cash in on its debt 

19 C. F. Bastable, Public Finance , 3rd ed., London, The Macmillan Company, 
1903, pp. 694, 69 j. Reprinted by permission. 
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at an inopportune time. 20 But the principle needs reformulation 
in two respects. First, the real danger is not the Government’s in- 
ability to raise funds in a period of economic distress. The need is 
for avoiding debt monetization in a boom period when it is de- 
sirable to hold down expansion in the degree of liquidity that pre- 
vails in the economy. Second, it cannot be argued under present 
conditions that a short-term debt will necessarily involve a greater 
risk of forced monetization than a long-term debt. This is true 
only in a legalistic sense. If maturing debt is presented for redemp- 
tion it must be paid, while non-matured debt presents the Treas- 
ury with no such legal obligation. But as we have seen, this does not 
mean that payment may not be necessary anyhow. If non-bank 
investors, or all private investors, want to sell on balance, public 
authorities cannot afford a hands-off policy, while permitting 
prices to fall to any level the market may allow. The vast volume 
of outstanding debt and possible cumulative effects of a sharp de- 
cline in prices forbid this. The mere fact that outstanding debt is 
long-term gives no assurance that the Government may not be 
called to pay such debt at the wrong time. 

(2) If, therefore, long-term debt per se does not provide the 
safety which has been attributed to it traditionally, why not turn 
the entire debt into short terms, or, to carry the argument to its 
conclusion, why not turn the entire debt into money? 21 Short- 
term debt is not only normally cheaper, but also gives a greater 
degree of flexibility to debt management. 

Under the extreme assumption that the yield on all maturities 
is fixed with complete rigidity, this is indeed a powerful argument. 
The degree of liquidity will then be the same for a perpetual bond 

20 The fact that a short-term debt involves more frequent refunding opera- 
tions is a part of this more general problem. If investors are willing to main- 
tain their holdings of debt which has not yet matured, they will also be willing 
(barring special circumstances) to refund their maturing debt, 

21 The term “monetization” which is commonly used to include shift of debt 
into the private banking system is avoided advisedly in this connection. While 
“monetization” turns debt held by the public (excluding banks) into money, it 
does not wipe out debt in exchange for money, as does the no more inflationary 
process (assuming proper action on bank reserves) of purchasing outstanding 
debt by creation of Treasury currency or Federal Reserve credit. 
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as for a one-day bill or money, and on such terms there is no oc- 
casion to issue longer obligations. The only reason for paying 
higher returns on one security than on another might be social 
policy considerations, as discussed in Section III. If it is considered 
’ necessary to grant higher earnings to some investor groups, pay- 
ment of higher rates on short obligations is preferable, under these 
conditions, to the issuance of longer term obligations which 
merely add to the rigidity of debt management without offering 
the Government any advantage in return. 

Actually, this extreme assumption does not apply. Even if there 
is a general policy of maintaining the level of rates, the possibility 
of minor changes in the rate level or adjustments in the structure of 
rates will remain, especially if one allows for the possibility of 
political change which may bring revisions of policy. For this 
reason there remains some liquidity difference between short and 
long issues, and (unless there are expectations of a declining trend 
of rates in the future) the Government must pay higher rates if it 
wishes to place longer issues. This will pay only if it can be shown 
that longer issues will provide a higher degree of “safety” — not 
because the Treasury is without legal obligations to cash prior to 
maturity, but because these issues are less likely to be presented for 
cashing. The extent to which the latter is the case depends largely 
upon the degree to which price fluctuations are permitted, i.e., a 
possibility of capital loss exists. At best, it is a tenuous condition to 
rely on. 

The case for paying a higher rate of interest certainly is greater 
where in exchange there is some direct assurance by the investor 
that his security holdings “wall stick.” This involves long ma- 
turities as a necessary but not as a sufficient condition. To carry 
the argument to the extreme, the Government would have the 
investor commit himself to retain his holdings of Government 
securities for a stated period of time, or to agree that public au- 
thorities may temporarily suspend the cashing privilege for speci- 
fied periods. This might not be practicable, however, as it might 
reduce the liquidity of security holdings to a point where the in- 
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vestor might insist on an excessively high return. The technique 
employed in saving bonds offers a fair compromise. The investor 
retains a high degree of liquidity, yet the terms of these bonds, 
which by their very nature must be nonmarketable, impose a 
penalty upon early disinvestment, as the reward of higher interest 
payments is received only if the bond is held for a longer period. 
Investors who are not willing to accept this condition have little 
claim to long-term yields. The logic of our argument thus points 
to a debt structure where the bulk of long-term issues is in non- 
marketable form while the remaining marketable debt is largely 
short-term. The yield pattern on nonmarketable debt, in the 
framework of such a debt structure, would, of course, have to be 
kept below that of the marketable debt, so as to allow for the 
difference in liquidity . 22 

The revised “funding principle” thus involves two require- 
ments. First, means must be provided for controlling debt moneti- 
zation by banks so that the creation of excessive money supplies 
can be prevented. This is not a matter of lengthening short ma- 
turities but requires a direct approach. Second, and with regard 
to nonbank held debt, the term “funding” must be redefined to 
mean the replacement of marketable long-term debt with non- 
marketable issues, with interest correlated to the period of hold- 
ings. A sound debt structure, according to this principle, is one 
where some direct control over bank holdings exists, where the 
bulk of the long-term debt has been converted into nonmarketable 
issues, and where the remaining sector of marketable debt is largely 
in short-term form. 

Another and more radical principle has been suggested by 
Henry Simons who would abolish all intermediate maturities be- 
tween cash and consols (i.e., various forms of “near-money”) 
while permitting consols to fluctuate freely . 23 Our criticism of the 

22 If it is short term, while the nonmarketable issues are long-term and bear 
increasing yields towards maturity, there would be little conflict between the 
two patterns. 

23 Cf. Henry Simons, “On Debt Policy,” Journal of Political Economy, Decem- 
ber 1944. 
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traditional funding argument again applies. Consols require no 
formal refunding, but this does not prevent the risk of forced 
monetization where drastic fluctuations in the security market 
,must be prevented. While the distinction between marketable is- 
sues of different maturities does indeed become meaningless if all 
yields are frozen, this extreme assumption does not apply- More- 
over, the maturity distinction remains significant if the rate of 
return is linked to the period of holding as here proposed. On 
these terms, there is no reason why investors’ legitimate prefer- 
ences for maturities of various lengths should not b« met and be 
utilized to stabilize debt holdings, (i.e., to “fund” the debt in our 
sense of the term), thereby permitting some flexibility of security 
yields and prices while protecting the Treasury against excessive 
fluctuations in security values and financing costs. 

However, it would be unrealistic not to note that the signifi- 
cance of our refunding principle, as stated in its pure form, is more 
to point out the nature of the problem on hand than to offer an 
immediate solution. Certainly, its implementation would take time 
and involve considerable practical difficulties. Some twenty bil- 
lion dollars of marketable issues are now outstanding which are 
callable within ten years. Refunding of these securities would have 
to be a slow process unless ( i ) investors were tempted to refund 
into nonmarketable issues by the offer of more attractive yields, or 
(2) a policy was adopted of purchasing for cash and at market 
price (in most cases, above par) issues which are not yet callable, 
while offering nonmarketable issues in return. 24 A policy of this 
kind would have to be undertaken gradually and when the op- 
portunity arises so as to avoid excessive pressure on yields. At 
best, the refunding process could be accomplished over a number 

24 The policy of purchasing above par is unorthodox and would require 
special legislation. (The Third Liberty Bond Act of April 4, 1918, authorized 
the Treasury to make limited market purchases, but not above par plus accrued 
interest.) Note, however, that the purchase of market issues above par and 
their refunding in new issues of equal length to call date would not result in 
increased interest costs (except to the extent that such increase represented a 
rate differential between marketable and nonmarketable issues), but merely in 
some increase in the par value of the total outstanding debt. 
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of years. Until then and as a more immediate solution to the prob- 
lem, primary reliance must be placed on the other approaches, 
especially increased control over bank holdings of securities. 

Coin-petition for Private Funds 

While debt management should be prepared to incur a higher 
cost where this serves to purchase increased stability of debt hold- 
ings, the rate of return paid on Government bonds (which again 
is a function of both the coupon rate and the supply of various 
maturities) jannot be set without regard to its effects upon real 
investment in private ventures. From the longer run point of view, 
it may be postulated that yields on Government securities should 
not be maintained at a level which will divert funds from private 
capital formation. A high return on safe funds will also tend to 
raise risk premiums and the gross rate payable on risk funds. This 
places an upper limit on the permissible return on Government 
securities, especially on issues which are purchased by investors 
(such as large individual holders) who might otherwise place 
their funds into risk investment. Restating our previous conclu- 
sion, it is not likely, however, that the level of real investment will 
be sensitive to moderate (say, one point) changes in the long-tenn 
rate. To repeat, there is a considerable range of economic inde- 
terminancy as to the “proper” rate level. 

Over the shorter run changes in the rate of interest may be more 
significant, but this is also the point of immediate conflict between 
credit and debt policy. The use of credit control as a cyclical de- 
vice has to rely mainly on changes in the availability of 'credit and 
such changes in rates as are not transmitted through the entire 
public debt structure. 

Conclusions 

Requirements of debt management for rate policy may be sum- 
marized as follows: 

(i) From a budgetary point of view, there is a presumption in 
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favor of low interest payments, involving short maturities and a 
low level of rates. 

(2) Drastic fluctuations in security values are not permissible 
in view of the large public debt, but changes may be made in the 
"debt structure which will tend to stabilize security holdings and 
reduce the likelihood of drastic fluctuations. This involves control 
over bank holdings of Government securities and reliance on 
special issues of the savings bond type to meet the long-term needs 
of institutional investors. Given such adjustments, some flexibility 
in credit and interest policy should be compatible with a fair de- 
gree of stability in the security market. 

(3) The traditional principle in favor of funded, as distinct 
from floating, debt does not apply, unless “funding” is redefined to 
mean the stabilization of bank-held debt, and the placing of debt 
outside the banking system with investors who will hold securities 
for a long period. Higher interest payments are worthwhile where 
they are effective in obtaining greater certainty of continuity of 
holdings. This involves longer maturities as a necessary but not a 
sufficient condition. To assure stable holdings, nonmarketable is- 
sues of the savings bond type are required. 

(4) Excepting inflation periods, the return on Government 
obligations must not be permitted to rise to a level where funds 
are diverted from real investment in private business. 

III. INTEREST RATES AND INCOME DISTRIBUTION 

Since changes in interest rates involve changes in the income of 
investors, considerations relating to income distribution are bound 
to be a significant factor in rate policy. They are here discussed 
but briefly, not because they are considered of lesser importance 
than other aspects but because they have been dealt with more 
fully by other writers. 25 In some instances, equity aspects overrule 

25 See, for instance, the essay by H. C. Wallich, “Public Debt and Income 
Flow,” in Postwar Economic Studies , No. 3, Board of Governors of the Federal 
Reserve System, 1945. 
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other considerations; in most cases other considerations (as those 
relating to employment, price, or debt stability) will not give a 
very specific and determinate answer. Within a considerable 
range, then, monetary and debt authorities cannot escape the re- 
sponsibility for judging the “adequacy” of investment incomes. • 
And this is a matter of social philosophy. 

The General Level of Rates 

Problems arising in this connection largely refer to earnings of 
particular investor groups as derived from the particular issues 
which they hold, but the impact of the general rate level upon the 
income distribution as a whole may be briefly considered. 

Estimates suggest that an increase in the general level of rates 
paid on Government securities, assuming the prevailing rate struc- 
ture and the prevailing distribution of debt holdings to con- 
tinue, would increase the inequality of income distribution. 
Out of total interest payments on publicly held United States 
debt, which amount to about four billion dollars, somewhat less 
than 40 per cent are received by individuals directly, and about 
20 per cent by families with incomes under $5,000. If we include 
such portions of interest payments to banks and institutional in- 
vestors as may be imputed to the under $5,000 group, its estimated 
share becomes about 40 per cent. 28 Yet, its share of total Federal 

26 The estimates are based on the distribution of debt holdings for December 
31, 1946. In allocating the debt held by individuals between families with incomes 
over and below $5,000, it is estimated that thirty billion dollars, out of a total of 
sixty-three billion, is held by the lower group. It is assumed that only Series E 
bonds are held by the lower group and the distribution of E bond holdings is 
estimated on the basis of results from the Federal Reserve-B.A,E. Liquid Asset 
Survey. 

Total interest payments of four and two-tenths billion dollars (including ac- 
crued interest) to private holders are then allocated by estimating interest re- 
ceived for each category of investors by issues held and yields thereon. Inter- 
est on savings bonds is computed at a rate corresponding to the average maturity 
of issues outstanding, so that this rate will increase over time. In imputing to the 
under $5,000 group, interest paid to other than individual investors, it is assumed 
that they receive no share in interest paid to commercial banks. The allocation 
of interest received by savings banks and insurance companies is estimated on the 
basis of information regarding the size distribution of accounts and policies. 
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taxes raised to finance additional interest payments is likely to be 
50 per cent or more. If the dividing line is drawn at a lower income 
level, the spread will be considerably wider. Also, one must allow 
for the fact that a change in the return on public debt will be re- 
s fleeted in a change in interest charged on private obligations, so 
that the resulting total change in interest payments wall be a mul- 
tiple of the change in public payments. 

Where the rate change contributes to a higher over-all level of 
real income, the result may, of course, be an improvement in the 
absolute position of all groups. But it should also be noted that an 
increase in inequality wall raise the propensity to save which, in 
periods of insufficient demand, will tend to make the mainte- 
nance of high employment more difficult. 27 

Nonbank Investors 

A situation might arise where considerations of social rather 
than purely economic policy speak in favor of paying a higher rate 
of return to some groups of investors than to others. For instance, 
conditions might arise where it is desirable on social grounds to 
strengthen the position of small savers by paying a higher return 
on limited holdings of such investors, even though such a higher 

27 With respect to public interest payments alone, the magnitudes involved 
are not likely to be very significant. Using such sketchy evidence as is available, 
it may be estimated roughly that the net increase in savings (out of a given total 
income) which currently results from tax financed interest payments of five 
billion dollars, amounts to about one and a half billion. 

On this basis, a flat 50 per cent increase in rates would reduce consumption 
out of a given total income) initially by about seven hundred and fifty million 
dollars, with a larger decline after secondary effects are allowed for. (These esti- 
mates are based on those by H. C. Wallich, in his above-mentioned study.) If 
we allow for the resulting increase in interest throughout the economy, an in- 
crease of private interest in the magnitude of perhaps as much as ten billion (in- 
cluding the interest components of profits) might eventually have to be added 
to the two and a half billion increase in public interest payments. As the in- 
crease in private interest payments will be largely financed out of a “sales tax” 
(i.e., higher prices) which will be reflected in substantial part in reduced con- 
sumption, while increased interest receipts will be reflected in higher savings, 
the net effect may be a substantial shift in the direction of saving. However, it 
must again be noted that these effects will work themselves out only over a sub- 
stantial period of time as outstanding fixed interest obligations mature and are 
refunded at the new rate. 
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rate might not be justified if considered merely as an inducement 
to increased bond purchases. 

A similar problem may arise with respect to institutional in- 
vestors. Suppose that sooner or later economic developments 
should resume the deflationary trend of the pre-war decade. If 
might then become desirable, on grounds of general economic 
policy, to increase liquidity. This in turn might produce a situa- 
tion where public debt could be placed with institutional investors 
at rates substantially below customary standards. Under such 
conditions, should a bonus be paid in the form of higher rates, 
assuming that this can be done without seriously diverting funds 
from private investment? Or, to add a related question, should the 
long-term rate be maintained when available funds from nonbank 
sources are in excess of investment needs? 

This raises broad issues of social policy. How important is it, for 
instance, to maintain investment incomes of endowed educational 
institutions at a level not too far below the customary standard? 
Should the Government assure investors that they may budget 
their private savings over a life span without being disturbed by 
possible longer run changes in the rate of interest? That is, must 
policies be avoided which might require downward adjustment in 
life insurance annuities or increases in premiums? In those cases in 
which support is decided upon, are higher interest payments the 
most effective approach? These issues cannot be debated here, 
but two general observations might be added. 

First, where fixed investment income is needed, it is preferable, 
as a matter of economic policy, that it be provided through in- 
terest on Government debt rather than through fixed interest (or 
rigid dividend) payments on private debt. Since the former pay- 
ments may be deficit financed more readily during depression 
periods, they do not involve quite the rigidities produced by 
private debt. Second, if a special public responsibility is recognized 
toward the small saver, it is far more important to eliminate the 
risk of loss in the purchasing value of his capital than it is to pro- 
vide preferential interest payments. Short of the broader and more 
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difficult objective of general price level stability, this may be done 
by making available a stable purchasing power bond . 28 

Problems of income adequacy of interest rates may be ap- 
proached along two lines . 29 One is to maintain the general level of 
’rates on longer term issues sufficiently high so as to assure what 
is considered an “adequate” level of earnings, while taking steps 
(through rate subsidies or risk pooling) to lower the cost of capital 
to private users in those areas of investment where capital forma- 
tion is most likely to be stimulated. Another course is to assure a 
lower over-all level of rates while making special provision for 
increased earnings where these are considered socially necessary. 
The first course provides for a more impersonal and perhaps less 
arbitrary solution of the earnings aspect of the problem while re- 
quiring more specific intervention with respect to investment in- 
ducements; the opposite holds for the second course. 

Commercial Bank Holdings 

About one-third of interest payments on publicly held United 
States obligations are received by commercial banks, and these 
payments furnish about one-half of commercial bank earnings. 
Banks, which like any other enterprise operate for profit, cannot 
be expected to disregard the earning aspects of security holdings. 
Public authorities, similarly, cannot afford to disregard the effects 
of their policies upon bank earnings, although the major tasks of 
credit and debt policy must not be subordinated to the minor one 
of preventing excessive and, possibly, assuring adequate bank 
earnings. Moving debt out of banks, for instance, may be a way of 
reducing bank earnings; yet, a policy of demonetization should be 
undertaken only when there is excessive liquidity. Monetization 
of debt, similarly, is a means of raising bank earnings, but it should 
not be undertaken unless more general considerations require it. 

28 This is of importance particularly in a full employment economy where 
the long-run trend for prices points to a slow increase, rather than decline. See 
the proposal by G. L. Bach and R. A. Musgrave, American Economic Review, 
Vol. XXXI, Dec. 1941, p. 823. 

29 These alternatives were suggested to me by Professor John H. Williams. 
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To disentangle the control of earnings from the control of credit, 
more direct approaches of the previously discussed kind are 
needed . 30 

After effective techniques of control have become available, au- 
thorities are left with the task of defining what constitutes a 
“proper” level of bank earnings, that is, a level which — in relation 
to earnings in other lines of business — is sufficient to call forth the 
necessary volume of bank capital . 31 After a definition of “fair” 
earnings has been found, and even in the absence of any excess 
earnings, a more difficult problem still remains. The function of 
the banking' system in the economy in general and its contribu- 
tion to Government finance in particular are such that a substantial 
share of banking costs is properly defrayed by earnings from 
public obligations rather than from earnings on other investments 
and loans, or from service charges. But there remains the problem 
of what constitutes the proper share of bank earnings from this 
source. 


IV. AN INTEGRATED INTEREST POLICY 

Regarding the “proper” level of rates applicable under average 
conditions and over a longer period, economic analysis provides 
the most general guidance only. The level of real investment as 
well as the supply of funds over the longer run is too insensitive 
to interest to render rate adjustments an effective means of secu- 
lar control. The “proper” level of rates over the longer run thus 
depends to a considerable degree on other considerations. The 
amount of longer term Treasury bonds outstanding and interest 
paid should not be so high as to divert funds from risk investment 

80 See above pp. 23 8 and 239. 

81 The very concept of bank capital itself involves difficulties. According to 
traditional thinking the function of bank capital, as distinct from capital in most 
other enterprises, is not to furnish funds for the purchase of capital goods or 
for operating needs, but to provide some reserve fund for the protection of the 
depositor’s claims. The amount of capital needed, accordingly, must be related 
to the composition of bank assets. With a large volume of Government security 
holding, the concept of a capital to risk asset ratio is more meaningful than that 
of a capital to total asset ratio. 
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in private business. Also, there are further presumptions in favor 
of low interest charges on budgetary grounds, and in order to 
sustain high level consumption. At the same time, rates should be 
high enough to permit placing the debt “safely” and, under cer- 
tain conditions, to allow for considerations of earning adequacy. 

Flexible credit policy, however, may be used as an instrument of 
restraint in the expansion phase of the cycle. Similarly, it may be 
useful in conjunction with a successful full employment policy. 
Such a policy will create a more continuous need for controlling 
inflationary pressures than has existed in the past; the, Blondinian 
state of affairs which it implies is par excellence that in which the 
balancing rod of credit adjustments may be of some use. Unless 
made imperative by the requirements of a stable debt structure, 
their use as an instrument of restraint should therefore not be dis- 
carded. If income stability is assured, moreover, the planning 
period for investment will be lengthened, and thereby the signifi- 
cance of interest as a cost factor will be increased. 

At the same time, it must be recognized that sharp fluctuations 
in interest rates are incompatible with the requirements of a stable 
debt structure, and that even moderate fluctuations may raise seri- 
ous problems. Within the present structure of security holdings, 
of types of debt used, and of available credit controls, a forceful 
general credit policy is thus not possible. Yet, as far as the econ- 
omist’s blueprint is concerned, an integrated credit and debt 
policy can be developed which will combine the requirements of 
a reasonable degree of flexibility in credit control with that of 
stability in security values. 

On the credit control side, this requires inventive and vigorous 
use of fa mili ar selective controls and the possible development of 
similar controls in other areas. On the debt side, it requires certain 
adjustments to assure that debt holdings will “stick,” i.e., that debt 
monetization will not be forced upon public authorities at an in- 
opportune time. These adjustments include provision for some 
direct control over the security portfolios of commercial banks 
and a policy of refunding longer term debt held by bona fide in- 
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vestors into nonmarketable issues. The first provision could be 
introduced promptly, while the second could be implemented 
only over a substantial period of time. Given such structural 
changes, maintenance of debt stability will become possible with- 
out having to permit bank credit expansion at inopportune times, 
and some degree of credit restriction will become feasible in boom 
periods without endangering debt stability. 

It will be objected that the intended compromise between sta- 
bility and flexibility is unobtainable; that returns on capital 
throughout; the economy are tightly interwoven and that stabiliz- 
ing any one part means stabilizing the whole. But rate flexibility, 
like all economic matters, is a question of degree. Even though 
long-term public debt issues are nonmarketable rather than mar- 
ketable, their volume and coupon rates will still bear upon the 
demand of institutional investors for other investments. Even 
though banks are not free to vary their Government portfolio at 
will, changes in their reserve position will still affect the level of 
short-term yields. The remaining link between bank reserves, 
yields on Government debt, and capital values in the economy at 
large will still be sufficient for restrictive or expansionary tenden- 
cies to be transmitted. At the same time, the long-term public 
debt will be cushioned against market fluctuations. 

Pending implementation of these or related structural changes, 
measures of credit restraint will be confined to the narrowest 
limits. Credit policy, far from being able to render a positive con- 
tribution to economic stabilization, will be hard-put to prevent un- 
stabilizing credit developments. This will do the less harm the 
more effective the use which is made of other and more powerful 
means of stabilization, such as general fiscal policies or wage and 
price measures. However, the potential availability of more pow- 
erful approaches is no assurance that they will be used. In the 
meantime, one cannot discard lightly the use of credit controls. 
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The Burden of the 

National Debt 

->» by «<- 

ABBA P. LERNER 


Millions of people are now taking time off from worrying about 
the prospects of atomic warfare to do some worrying on account 
of the burden of a growing national debt. But there are many 
quite different concepts of the nature of this burden. The purpose 
of this article is to examine the most important of these worries 
and to see to what extent they are justified and to what extent they 
are about imaginary burdens which only confuse the real issues. 

I. IMAGINARY EFFECTS OF NATIONAL DEBT 

i. By far the most common concern about the national debt 
comes from considering it as exactly the same kind of thing as a 
private debt which one individual owes to others. Every dollar of 
an individual’s indebtedness must be subtracted from his assets in 
arriving at a measure of his net wealth. Indebtedness is impover- 
ishment. It places the debtor in the hands of the creditor and 
threatens him with hardship and ruin. To avoid indebtedness as far 
as possible is undoubtedly an eminently well-established rule of 
private prudence. 

The simple transferability of this rule to national debt is denied 
by nearly all economists. But nearly everybody who has ever 
suffered the oppressions of private indebtedness is tempted to 
apply the analogy directly, and the primary orthodoxy of the edi- 
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torial writers, the dogma that sound government finance means 
balancing the budget, has no other basis. 

One of the most effective ways of clearing up this most serious 
of all semantic confusions is to point out that private debt differs 
from national debt in being external. It is owed by one person to 
others. That is what makes it burdensome. Because it is interper- 
sonal the proper analogy is not to national debt but to international 
debt. A nation owing money to other nations (or to the citizens of 
other nations) is impoverished or burdened in the same kind of 
way as a man who owes money to other men. But this does not 
hold for national debt which is owed by the nation to citizens of 
the same nation. There is then no external creditor. “We owe it 
to ourselves.” 

This refutation of the validity of the analogy from external to 
internal debt must not be interpreted as a denial that any signifi- 
cant problems can be raised by internal national debt. When 
economists are sufficiently irritated by the illegitimate analogy 
they are liable to say that the national debt does not matter at all. 
But this must be understood in the same sense as when a man who 
finds that rumor has converted a twisted ankle into a broken neck 
tells his friends that he is perfectly all right. 

2. A variant of the false analogy is the declaration that national 
debt puts an unfair burden on our children, who are thereby made 
to pay for our extravagances. Very few economists need to be 
reminded that if our children or grandchildren repay some of the 
national debt these payments will be made to our children or 
grandchildren and to nobody else. Taking them altogether they 
will no more be impoverished by making the repayments than 
they will be enriched by receiving them. 

Unfortunately the first few times people see this argument 
destroyed they feel tricked rather than convinced. But the re- 
sistance to conceding the painlessness of repaying national debt 
can be diminished by pointing out that it only corresponds to the 
relative uselessness of incurring it. An external loan enables an 
individual or a nation to get things from others without having to 
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give anything in return, for the time being. The borrower is en- 
abled to consume more than he is producing. And when he repays 
the external debt he has to consume less than he is producing. But 
this is not true for internal borrowing. However useful an in- 
ternal loan may be for the health of the economy, it does not 
enable the nation to consume more than it produces. It should 
therefore not be so surprising that the repayment of internal debt 
does not necessitate a tightening of* the belt. The internal bor- 
rowing did not permit the belt to be loosened in the first place. 

3. Many who recognize that national debt is no substruction 
from national wealth are nevertheless deeply concerned about 
the interest payments on the national debt. They call this the 
interest burden almost as if the interest payments constituted sub- 
tractions from the national income. 

This involves exactly the same error. The interest payments are 
no more a subtraction from the national income than the national 
debt itself is a subtraction from the national wealth. This can be 
shown most clearly by pointing out how easy it is, by simply bor- 
rowing the money needed to make the interest payments, to con- 
vert the “interest burden” into some additional national debt. 
The interest need therefore never be more onerous than the addi- 
tional principal of the debt into which it can painlessly be trans- 
formed. 

Borrowing money to make the interest payments sounds much 
worse than simply getting into debt in the first place. Popular 
feeling on this score seems so strong that economists w r ho are them- 
selves quite free from the erroneous analogy have felt themselves 
constrained by the power of the prejudice to assume that the in- 
terest payments on national debt are never borrowed but raised by 
taxes. 1 

1 E.g., Evsey D. Domar, “The Burden of the Debt and the National Income,*’ 
American Economic Review, December, 1944, p. 799. “This assumption (that 
all funds for payment of interest charges are to be raised by taxation) is made 
both to simplify the argument and to protect the reader from a shock. To many, 
government investment financed by borrowing sounds so bad that the thought 
of borrowing to pay the interest is simply unbearable.” (Reprinted by permis- 
sion.) 
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The strict application of such a secondary orthodoxy would 
mean much more than these economists intend to concede to the 
popular prejudice. It would mean nothing less than the prohibi- 
tion of all borrowing, and a meticulous adherence to the primary 
orthodoxy of balancing the budget at all times. For as soon as 
there is any national debt at all on which any interest has to be 
paid, any further government borrowing is indistinguishable from 
borrowing to pay the interest — unless we are taken in by book- 
keeping fictions of financial earmarking which say that the money 
borrowed f goes for other purposes so that the particular dollars 
used to pay the interest come from taxation. 2 

4. Once the analogy with external debt is removed from the 
scene it is possible to consider various alleged effects of national 
debt on the economy to see whether they are real or important. 

One of these is an alleged deflationary effect of the interest on 
the national debt. If the money to pay the interest is raised by 
additional taxes, these would probably reduce spending by more 
than the interest payments would increase spending. The net 
effect would be to aggravate any existing deficiency of spending 
or to alleviate any existing excess of spending. It would tend to 
deepen a depression or to mitigate an inflation. 

But this deflationary effect is not really the effect of the interest 
payments. It only appears to be such because of a silent acceptance 
of the secondary orthodoxy of not borrowing to pay interest, but 
raising the money by additional taxation. 3 The deflationary effect 
of such additional taxation is then misleadingly attributed to the 
national debt or to the interest payments. 

2 If we did permit ourselves to indulge in such make-believe, the secondary 
orthodoxy would be reduced to declaring that everything is all right as long 
as the interest paid on the national debt does not exceed the total tax revenue. 
It could then be declared that the interest payments all come out of taxes even 
if all other expenditures are financed by borrowing! 

3 This is on a third interpretation of the secondary orthodoxy which would 
call for an increase in tax revenue to match any increase in interest payments on 
the national debt. While this is perhaps more in accord with the feelings be- 
hind the injunction, it is supported by neither reason nor tradition and fails to 
give a practical guide because there is no way of knowing what would be the 
level or tax revenue in the absence of the national debt. 
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With the unmasking of the implicit secondary orthodoxy it 
becomes clear that the interest payments are inflationary. They 
constitute additional income to the recipients and increase the rate 
of spending. If any additional taxes are imposed, their normally 
deflationary effects must of course be taken into consideration; 
but there is no reason for attributing these effects to the interest 
payments, since we need not impose such taxes if their effects are 
not desired. 

5. The rational alternative principle to the orthodox one of 
balancing the budget, which means keeping tax revenues equal to 
government spending, is the Functional Finance principle of keep- 
ing total spending in the economy at a level which is high enough 
to prevent depression yet low enough to prevent inflation. 

This is to aim policy directly at the real problems in terms of 
which any policy — including the orthodox policy of balancing 
the budget — must ultimately be justified: the prevention of both 
inflation and depression. 

Whether the budget will be balanced or underbalanced or over- 
balanced will then be a result, more or less foreseen, of the applica- 
tion of the Functional Finance principle, depending on which of 
these is necessary for the prevention of inflation and depression. 

Our main problem can then be reformulated in this way: — 
Could we get into serious trouble from real effects of a growing 
national debt if we follow the principle of Functional Finance? 

II. REAL EFFECTS OF NATIONAL DEBT 

6. Since the interest payments on the national debt increase 
private spending, a fiscal program which would have led to the 
right level of total spending in the absence of the national debt and 
the interest payments on it would now result in too much spend- 
ing. Any increase in national debt (which increases money income 
and therefore also the spending out of income) must therefore be 
accompanied by a decrease in government spending or by an in- 
crease in taxation (or both). If this involves the abandonment of 
useful government undertakings or the enactment of harmful 
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taxes, we really have a bad effect or “burden” of national debt. 

This looks somewhat like the secondary orthodoxy which says 
that the money to make interest payments on the national debt 
must be raised from taxes, but the resemblance is only superficial. 
Since Functional Finance is interested only in total spending, i'c 
does not care whether the additional revenues from the taxes are 
equal to the interest payments. If more than an additional dollar 
is collected from the taxes needed to offset the extra spending due 
to an additional dollar of interest payments, tax revenue will have 
to be increased by more than the additional interest payments. 
On the other hand, if the efficiency of a dollar of tax revenue in 
reducing spending is greater than the efficiency of a dollar of in- 
terest payment in increasing spending, no increase in total spend- 
ing will occur even though additional tax revenues are less than the 
additional interest payments. 

But it is not really satisfactory to speak of tax revenues at all. 
Spending is affected by the tax rates, not by the tax revenues. 
The revenues are themselves effects of the taxes, and the efficiency 
of a tax in reducing spending is only indirectly connected with its 
efficiency in raising revenue. An increase in sales taxes which 
sharply diminished spending, for instance, might actually reduce 
the tax revenue. Functional Finance would then be served by ad- 
ditional taxes which offset the spending induced by the interest 
payments, even though tax revenues would actually be diminished 
just when the interest disbursements are increased. 

7. In attempts to discredit the argument that we owe the na- 
tional debt to ourselves it is often pointed out that the “we” does 
not consist of the same people as the “ourselves.” The benefits 
from interest payments on the national debt do not accrue to every 
individual in exactly the same degree as the damage done to him by 
the additional taxes made necessary. That is why it is not possible 
to repudiate the whole national debt without hurting anybody. 

While this is undoubtedly true, all it means is that some people 
will be better off and some people will be worse off. Such a re- 
distribution of wealth is involved in every significant happening 
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in our closely interrelated economy, in every invention or dis- 
covery or act of enterprise. If there is some good general reason 
for incurring debt, the redistribution can be ignored because we 
have no more reason for supposing that the new distribution is 
worse than the old one than for assuming the opposite. That the 
distribution will be different is no more an argument against na- 
tional debt than it is an argument in favor of it. 

8. The growth of national debt may not only make some people 
richer and some people poorer, but may increase the inequality of 
distribution. This is because richer people can buy more govern- 
ment bonds and so get more of the interest payments without in- 
curring a proportionately heavier burden of the taxes. Most peo- 
ple would agree that this is bad. But it is no necessary effect of an 
increasing national debt. If the additional taxes are more progres- 
sive — more concentrated on the rich — than the additional hold- 
ings of government bonds, the effect will be to diminish the in- 
equality of income and wealth. 

9. There are also effects on investment. Additional taxes re- 
duce the net yield from investment, after taxes, and make socially 
useful investments unprofitable to the investor. 

This effect is cancelled whenever there is the possibility of 
balancing losses against profits for tax purposes. If such offsetting 
were universally possible the taxation would not discourage in- 
vestment at all. 4 But the opportunity of loss offset is not uni- 
versal, so that the interest payments on the national debt, by 
making more taxation necessary for the prevention of inflation, 
interferes with the efficiency of the economy by discouraging 
useful investments. 

4 See “Functional Finance and the Federal Debt,” Social Research , February, 
1943, (reprinted in International Postwar Problems , October, 1945) and “An In- 
tegrated Full Employment Policy,” International Postwar Problems , January, 
1946, and reprinted in Lerner and Graham, Planning and Pay mg for Full Employ- 
ment , Princeton University Press, 1946. On the assumption of perfect loss offset, 
taxation might even encourage investment by impoverished investors willing to 
take more chances in attempts to maintain their standards, but this does not in- 
validate the general argument that a social loss is involved. See Musgrave and 
Domar, “Proportional Income Taxation and Risk Taking,” Quarterly Journal of 
Economics , May, 1944. 
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A failure to consider the cancelling effects of loss offsets is 
partially responsible for a common exaggeration of the bad effect 
of national debt on investment. This sometimes takes the form of a 
vivid nightmare of a vicious circle. Government investment to 
maintain prosperity by filling the gap left by discouraged private 
investment is financed by loans which increase the national debt 
still further. This calls for still more taxes, still greater discourage- 
ment of private investment, and the need for still more government 
investment to prevent depression with still more government bor- 
rowing — thjs cycle going on until by this insidious mechanism the 
economy is unwittingly led to complete collectivism. 

Here it must be pointed out that as long as it is necessary for 
the government to prevent depression by filling a gap in invest- 
ment, the economy is suffering from too little spending. There 
is therefore no need for more taxation and its possible bad effect 
on investment. Such extra taxation is necessary only if the econ- 
omy is suffering from the opposite trouble — from too much 
spending. The vicious circle, apart from some other weaknesses, 
depends on supposing the economy to suffer at the same time from 
too much spending and from too little spending. 

io. An increase in national debt, with its accompanying ac- 
cumulation of government bonds by the individuals to whom the 
debt is owed, can make the owners of the government bonds less 
willing to work. One of the reasons for working, the earning of 
money to put away for a rainy day, is weakened (from the point, 
of view of these bondholders) because there is more put away 
already for rainy days. 

This has been pointed out as a bad effect of national debt. But 
work is only a means for producing the things that people want 
and is not desirable as an end in itself. (Any work that is so enjoyed 
would not be reduced for the reasons here discussed.) The de- 
crease takes place because people prefer the leisure to the products 
of labor, and the change represents an increase in the welfare of the 
people. 

The increase in leisure would be accompanied by an increase in 
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consumption, both this and the increased leisure coming out of a 
reduction in saving. This saving which is prevented by the in- 
crease in national debt would have taken place not for the sake 
of permitting an increase in future consumption but for the sake 
Of the security yielded by the savings. It would have made neces- 
sary an increase in investment to prevent depression. This shift 
of resources from consumption (including leisure) to investment 
is unnecessary, because the desired security is provided without 
it by the ownership of the additional national debt. Anybody who 
still wants to save for the sake of the interest yield (reflecting the 
marginal efficiency of investment) is free to do so. Tut the in- 
creased consumption and reduced efforts by people who are en- 
joying the ownership of government bonds is merely the result of 
the elimination, by the national debt, of an uneconomic, because 
undesired, shifting of resources from present to future uses. 

Of real importance is the consideration that the taxes necessary 
to offset the inflationary effects of the interest payments may re- 
duce the net reward for work below the value of the marginal net 
product. This would reduce the amount of work done below the 
optimum, and constitute a real impairment of the efficiency of the 
economy. 5 

1 1. The effects of the national debt in discouraging its owners 
from working and in necessitating anti-inflationary taxes which 
may reduce the reward for work and for investment can be drama- 
tized by imagining a fantastically large national debt. 

If the national debt is so large that the interest on it comes to 
many times the national income from work (and if the interest 
payments are fairly widely distributed among the population), 
very little work will be done over and above that which is done for 
the pleasure of doing it. 

This in itself is not anything bad. If such a state of affairs could 
be maintained without heavy taxation (which will be discussed 

5 The fact that our economy is not perfectly competitive, so that workers 
receive less than the value of their marginal product in any case, only increases 
the amount of harm that would be done by taxes which would reduce the net 
reward for work still further below the value of the marginal net product, 
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below) , nearly all goods will be free, and we will have approached 
the ideal of plenty where Marxism and Anarchism converge and 
economy is no longer necessary. This is perhaps not quite as far of 
attainment as one tends to suppose. In a rich country like the 
United States, if everybody had such an accumulation of govern- 
ment bonds that conspicuous consumption and display lost their 
significance, needs of material goods could be so simplified and 
reduced as to make their complete satisfaction feasible by the few 
hours’ work that are necessary for health or may become neces- 
sary for social approbation. 

The age of plenty is, however, not imminent. An income from 
interest on the national debt many times as large as the income 
from other sources would result in expenditure on goods and 
services many times as large as the available supply of goods and 
services. There would therefore have to be very heavy taxes to 
keep the demand from exceeding the supply and thus bringing 
about inflation. If these taxes approached ioo per cent of the in- 
come, they would so reduce the net reward for effort that all work 
producing income subject to the tax (either when earning it or 
when spending it) would come to a stop, and the whole economy 
would break down. The continuation of life would depend en- 
tirely on the degree to which black markets could avoid the taxa- 
tion, for only such activities would be worth while. Such heavy 
taxation would be much more destructive than the inflation from 
which it was supposed to protect the economy. 8 

III. THE EQUILBRIUM LEVEL OF NATIONAL DEBT 

12. Although this shows that too large a national debt can be a 
most serious matter, it does not mean that Functional Finance has 
to be supplemented by additional precautions to prevent the na- 
tional debt from growing too large. Functional Finance does this 
automatically . 

A tendency to depression exists only when people do not spend 
enough — they are too eager to save. The amount they would save 

8 1 am indebted on these points to correspondence with Richard A. Musgrave. 
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if fully employed is greater than the amount privately being in- 
vested, so that unless the government augments investment or con- 
sumption expenditure we have a depression which prevents people 
from saving more than is being invested. 

* The people want to save so much because they do not have 
enough already saved up. The growth of national debt is an in- 
crease in the holdings of wealth, the past savings of the people, 
and so it relieves the pressure to save. If we assume that the gov- 
ernment borrows the money for its augmentation of spending , 7 
there is an automatic growth of the national debt as long as people 
want to save more than is being invested. This goes bn until an 
equilibrium level of national debt is reached when people are so 
rich in claims to wealth that they no longer want to save more than 
is compatible with the maintenance of full employment with a 
balanced budget. At that point the application of Functional 
Finance calls for a balanced budget, and the national debt will not 
grow any more. 

If the national debt is above the equilibrium level, Functional 
Finance calls for an overbalanced budget to prevent the excess 
demand for goods that this would bring about. The budgetary 
surplus could then go to repaying some of the debt, and so again 
there will be a tendency for the equilibrium level of national debt 
to be approached — this time from the other side. 

This balancing of the budget is a result or symptom of long run 
equilibrium. The error of those who cling to the fiscal principle of 
balancing the budget lies in their prescribing as a rule for the short 
period what is properly only a result of the achievement of long 
period equilibrium. 

If we assume a national debt many times greater than the 
equilibrium level, the taxes needed to prevent inflation may have 
to be so heavy, and their effects on the efficiency of the economy 

7 We shall see below that this is not the only or the best way of reaching. an 
equilibrium. The assumption that budget deficits must be covered by borrowing 
is due to an even greater phobia against simply reducing monetary stocks and 
issuing more money if these should be exhausted. Mr. Musgrave, in correspond- 
ence, has aptly called this the tertiary orthodoxy. 
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so pernicious, that this Functional Finance cure for inflation would 
be worse than the disease. Other and more drastic measures may 
then be proper, such as a capital levy to reduce the national debt 
once for all to something near the equilibrium (where Functional 
Finance could manage it) or perhaps to achieve the same thing by 
permitting inflation to wipe out the excessive national debt. In 
such an extreme situation the normal operation of Functional 
Finance may not be adequate. 

It is, however, important to remember that such an extreme 
situation CQuld never be the result of Functional Finance because 
Functional Finance would not permit so great a movement beyond 
the equilibrium level in the first place. Functional Finance, if it 
is not given too great a job, works steadily to move the economy 
toward the equilibrium where the budget would be balanced. 
From that point there would be adjustments only to the extent that 
the equilibrium position is affected by movements in the level of 
income, the age distribution of the population, the distribution of 
wealth in the population, and other such slow moving secular 
determinants. 

1 3 . It should be noted that the equilibrium level of national debt 
is quite different from the “manageable” or “reasonable” levels of 
national debt which Professor Hansen and others insist on as limits 
to guide us in fiscal policy. The latter limits are prescribed limits 
which we are told not to pass because of dangers .that lie on the 
other side. Sometimes they are accompanied by prognoses and 
estimates which indicate that there will be no tendency for these 
limits to be passed by a policy of maintaining full employment by 
borrowing to maintain adequate demand. But essentially they are 
signposts to guard against the dangers of permitting the national 
debt to go beyond the “manageable” or “reasonable” limit. Our 
equilibrium level is not a prescribed limit to policy. It describes an 
automatic tendency for the national debt to reach an equilibrium 
if we do nothing about it except merely follow the basic Func- 
tional Finance principle of keeping total demand at the proper 
level to prevent inflation or depression. 
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14. The equilibrium level of the national debt, with its balanced 
budget, is reached when the Functional Finance policy of pre- 
venting inflation and depression results in a yield from taxes just 
sufficient to pay all the expenses of government including the 
interest payments on the national debt. 

These taxes may have serious effects on the economy even be- 
fore the equilibrium level of national debt is reached. If there is not 
a proper arrangement for loss offset, the taxes may interfere seri- 
ously with useful investment. If the taxes fall heavily on the re- 
ward for marginal effort, they will prevent useful work from being 
done, diminishing the real level of national income. If ’the govern- 
ment has to restrict its own expenditures, many socially useful 
undertakings will be killed in the efforts to prevent inflation. And 
the diminishing desire to work, accompanied by an increasing de- 
sire to spend (which accompanies the growth of individual wealth 
in the form of ownership of national debt), will decrease the sup- 
ply of goods on the market even while it increases the demand for 
them. Even though this last item must not be counted as a social 
loss, it does contribute to the inflationary pressures, and neces- 
sitates more taxation and greater government economies, both of 
which can mean real diminutions in the national income. 

It is true that all these bad effects come only from the imposi- 
tion of “bad taxes.” If the additional taxes did not fall on the in- 
come from additional effort, the bad effects would be avoided. 
But it is probably impossible to avoid all “bad taxes,” especially 
if the good ones are already being exploited to the utmost — so that 
the problem cannot be dismissed by simply recommending good 
taxes instead of bad taxes. 

It is conceivable that even before the equilibrium level of na- 
tional debt is reached a vicious circle would be encountered in 
which additional taxation failed to check the increasing inflation- 
ary pressure because, by its interference with the reward for extra 
effort, it reduced supply more than it reduced demand. 

In such an extreme and very unlikely situation, there is a very 
easy and extremely satisfactory way out. The solution is to reduce 
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taxes. This would increase supply more than it increased demand, 
and so would work to check the inflationary pressure even while 
it raised the national income. 

More serious is the less extreme case where taxation reduces sup- 
ply seriously but not more than it reduces demand. The tax in- 
creases needed to check the inflation might so reduce the efficiency 
of the economy and the real income that it would be better to 
sulfer the evils of inflation. It may even happen that the increased 
tax rates resulted in a diminished yield because of the reduction in 
output so that the budget, instead of getting nearer and nearer to 
balancing, got more and more unbalanced. As the difference is 
added (we assume) annually to the national debt, the interest pay- 
ments would increase year by year, while the tax collections lag 
further and further behind the government expenditures (includ- 
ing these interest payments) so that there is no tendency to equi- 
librium. The national debt would grow indefinitely — ultimately 
leading to all the evils of national debt much greater than the 
equilibrium level. 

15. All these troubles not only assume extremely bad taxes, but 
depend on a basic misunderstanding of the function of govern- 
ment borrowing. The government is supposed to fight chronic de- 
pression by expenditure of money which it borrows at interest, 
so continually increasing the national debt until it becomes “un- 
manageable.” Borrowing is thus seen as an inflationary activity, 
necessary to combat the tendency to chronic depression, and later 
necessary to raise the money to keep up interest payments on na- 
tional debt even when the danger is one of inflation rather than of 
depression. 

But borrowing is not inflationary. It is deflationary. It looks in- 
flationary only if one fails to distinguish it from the expenditure of 
the borrowed money. This expenditure is more inflationary as a 
rule than the borrowing is deflationary, so that the net effect of the 
borrowing-plus-spending is inflationary. 

Borrowing is deflationary because it takes money out of the 
hands of the lenders and puts government bonds there instead. 
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People are somewhat less likely to want to buy other things w T hen 
they have spent their money on government bonds. The sale of 
government bonds diminishes liquidity, tends to raise interest 
rates, and discourages investment. The government should there- 
fore not borrow unless it wishes to bring about these deflationary 
effects. It can keep on making all the expenditures and investments 
it finds desirable without borrowing, merely by paying for these 
out of its stocks of money or creating new money if it should run 
short. 

1 6. The government should therefore not borrow^ any money 
until the economy has passed out of the range of threatening de- 
pression into the range of threatening inflation. This will occur 
even without any incurrence of national debt simply as a result of 
the increase in the amount of money which gets into the hands of 
the public as the government spends it. As the amount of money 
in the hands of the public increases, the public feels itself wealthier 
— just as if they had more government bonds or other property. 
This is part of the “wealth effect.” It diminishes the tendency to 
save, and to work for the sake of saving, and increases demand 
while it diminishes supply. The owners of the money do not get 
interest on their holdings as they would if there had been an in- 
crease in national debt instead of an increase in the amount of 
money. But in place of this there will be the increased liquidity 
of the economy, tending to lower the rate of interest, and thus to 
increase investment — and perhaps also some spending out of in- 
come by such as are discouraged from saving by the fall in the 
rate of interest. Instead of the “income effect” that would ac- 
company the interest payments on the national debt there will be 
the “liquidity effect” of the increase in the amount of money, 
also tending to increase total demand. This is the other equilibrat- 
ing mechanism. When the amount of money has increased suffi- 
ciently the deficiency of demand which called for the govern- 
ment deficit will have to come to an end, and the volume of money 
will cease to grow. Full employment is maintained by an equi- 
librium level in the amount of money. There is no danger of in- 
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Nation from the increase in the amount of money because the 
; first signs of inflation are at the same time signs that the increase 
in the amount of money has gone too far. It will be a sign that the 
government must spend less money than it collects in taxes (or 
otherwise) , and so bring back the amount of money to the equi- 
librium level. 

17. The effect of government borrowing (in the sense of simply 
borrowing, not borrowing-and-spending) is to diminish the 
liquidity of the economy, to raise the rate of interest, and to dis- 
courage investment. The government should therefore borrow 
only when it wishes to diminish liquidity. This will happen when- 
ever the government thinks it better to check low-yield invest- 
ment than to check consumption by imposing more taxes, or to 
check useful government expenditures. Borrowing is a deflation- 
ary instrument like taxation and government economy, competi- 
tive with these in the battle against inflation. 

But while the act of government borrowing is deflationary, the 
resulting fact of the existence of government debt is inflationary, 
because of both the “wealth effect” and the “income effect” on 
spending. The “wealth effect” is also produced by the fact of 
existence of money. If both the national debt and the amount of 
money increase together, the long period equilibrium will be the 
result of both influences on the rate of spending, and will be 
reached at the point where the “wealth effects” of both the na- 
tional debt and the amount of money, together with the “income 
effect” of the national debt and the “liquidity effect” of the new 
money, bring about the required total rate of spending for full 
employment. The budget is balanced, and neither the national 
debt nor the amount of money need change any more (except in 
adjusting to secular changes in the determinants of the equi- 
librium). 

18. The difference between government borrowing and the 
other deflationary instruments, government economy and taxa- 
tion, is that while the other instruments have a once-for-all defla- 
tionary effect, borrowing only temporarily offsets inflationary 

270 


The Burden of the National Debt 

effects until the time when the debt is to be repaid, and then the 
inflationary pressure returns with interest — literaily. s And even 
before the debt is repaid, and even if the debt is destined to remain 
on the books indefinitely, the inflationary pressures come back in 
the form of inflationary interest payments in the “income effect” 
of the national debt and the constant “wealth effect” from the 
mere existence of the national debt. The deflationary effect of 
government borrowing is weaker than that of the other instru- 
ments, partly because it is offset by the inflationary effects of the 
extra national debt which follows every dollar of government 
borrowing. 

What this means is that government borrowing is not a real 
alternative to taxation or economy, but only a way of postponing 
these really deflationary instruments to a more convenient time in 
the future. Exactly the same relationships hold in reverse for the 
repayment of debt with its immediate inflationary effect through 
the increase in liquidity and its long run deflationary effect from 
the absence of the liquidated national debt. 

19. The importance of this peculiarity of government bor- 
rowing as a deflationary instrument (and of repaying debt as an 
inflationary instrument) comes to light when we consider some at- 
tempts to derive rules for policy about national debt. It is pointed 
out for example that it is better for an economy to have a smaller 
rather than a larger national debt because the “wealth effect” and 
the “income effect” of the larger national debt cause more spend- 
ing so that more taxes are necessary to prevent inflation. Since 
the taxes are not ideal taxes, they will to some extent fall on the 
marginal pay for effort, and they will also discourage useful in- 
vestment and useful government spending. The national debt thus 
has a bad effect. 

But is this remark of any use as a guide for policy? Hardly at 

8 Government economy can be temporary too if it consists of the postpone- 
ment of necessary replacements which will only accumulate in the future. Such 
“economies ’ 5 can be considered as equivalent to “borrowing” from the deterio- 
rated equipment which will demand “repayment” in the future, perhaps with 
very high “interest” 
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all. For it is surely not intended to suggest that the debt or a part 
of it should be repudiated. The effects of this particularly arbi- 
trary form of taxation would certainly be worse even than the 
imperfect taxes needed to prevent inflation, the bad effects of 
which it is hoped to avoid. Nor can it be intended to suggest that 
the borrowing should not have taken place in the past, if this bor- 
rowing was considered less harmful than the alternative deflation- 

O 

ary instruments of taxation or government economies at the time. 
At the most it can tell us that the borrowing, which meant a post- 
ponement of the taxation or economy, was not wise if the taxation 
and economies would do more harm in the future than at the time 
from which they were postponed. The postponement was then a 
mistake. But that surely is no general reason for not incurring debt, 
since the postponement can very well be a very good policy. 
Certainly it is not intended to argue that it is better to permit un- 
employment if its prevention entails borrowing (the issue of new 
money being too shocking) . Yet this is the lesson most likely to be 
derived by practical politicians from careless declarations that it is 
better to have a smaller than a larger debt. The statement is of the 
same category which says that it is better to have a larger than a 
smaller national income. Until it is shown what measures are pro- 
posed to increase the national income or to decrease the national 
debt, the statement is academic in the worst sense of the term. 

The national debt cannot be made smaller by just wishing it 
so. It can be reduced only by repudiation, or by increased taxation, 
or by increased government economies on what are presumably 
useful activities. All of these steps immediately bring about in a 
more severe degree the very evils which the existence of the na- 
tional debt threatens in the future. 

IV. NATIONAL DEBT AND NATIONAL WEALTH 

20. It might be supposed that national debt could be avoided if 
appropriate and wise fiscal policy would result in private bor- 
rowing and investment taking place instead of government bor- 
rowing and investment or other expenditure. (This is independent 
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of whether the activity is conceived as helping to prevent depres- 
sion by providing investment, or helping to prevent inflation by 
borrowing.) There will then be no government debt. Is this a way 
in which the evils of national debt could be avoided without giv- 
ing up the fight to prevent inflation and depression? 

To suppose this to be the case is to make a most serious mistake. 
For the whole of the analysis of this article, all the effects of gov- 
ernment borrowing and of national debt apply just as much to 
private borrowing and to private debt. We have seen that what 
is important about national debt is that individuals feel rich and 
have more income — the “wealth effect” and the “income effect.” 
These effects are just as much in evidence if the public, instead of 
owning government stock, owns stock in the private corporations 
which have done the investing instead of the government. The 
ownership of shares in private corporations has just as great a 
“wealth effect,” and insofar as the yield in private investment is on 
the average greater than the interest on government bonds, it has 
a greater “income effect” even after allowing for bankruptcies. 
There will therefore be at least as great an inflationary pressure as 
if there had been the same amount of national debt; at least as much 
taxation will be necessary to prevent inflation, and at least as much 
harm will be done to the efficiency of the economy as in the other 
case. The evils cannot be avoided by having private instead of 
public debt. 

All the other arguments developed above in relation to national 
debt will also be applicable in the same way to private debt. There 
will be an equilibrium level of wealth in the long run which will 
permit a balancing of the budget, though the wealth will consist 
of public and private debts, as well as money and real, physical 
goods. 

Against this it has been argued that private investment results in 
an increase in the output of goods in the future to match the in- 
crease of demand out of the income of the recipients of dividends. 
But public investment may be just as useful in increasing future 
output, and it often may be more useful Of course it is better to 
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have useful private investment than useless public investment. It 
is similarly better to have useful public investment than useless 
private investment. In fact it is simply better to have relatively 
useful investments than relatively useless investments, irrespective 
of whether they are public or private. But this residual proposition - 
is not really very helpful. 

2 1 . A final argument takes the form of pointing out that private 
investment is always built on the expectation of being able to 
charge sufficient for the product to be able to pay dividends to 
the shareholders, while public investment is often directed to en- 
terprises which, however useful they may be socially, do not col- 
lect sufficient from the consumers to pay the whole cost of the 
investment and the interest on the money invested. Indeed it is just 
such enterprises which do not permit the consumer to be charged 
the whole cost of the undertaking that are by definition the Public 
Utilities which tend to be run by public enterprise. It is therefore 
true that private enterprise is more likely to be less inflationary in 
the long run than public enterprise, and to need less taxation to 
prevent inflation. 

But it does not in the least follow from this that it would be 
better to encourage private enterprise to undertake fully self- 
liquidating enterprise than for the government to undertake ac- 
tivities which are equally useful but would make more taxation 
necessary. For if these useful “Public Utilities,” instead of being 
undertaken by the government and run on the socially most de- 
sirable scale (which results in losses and the need for more taxes), 
are undertaken by private enterprise (which will do so only if 
they can apply at least enough monopolistic restriction to get a 
normal return on their investment) , the price will be raised above 
the marginal social cost to the average private cost. This inflicts 
exactly the same kind of social loss on the economy, interfering 
with its efficiency in serving the needs of the consumers, as is done 
by a very bad tax. Since the taxes imposed to prevent inflation are 
at least designed to some extent to avoid the evils of bad taxes, it 
would be most unreasonable to prefer the clearly bad “taxes” im- 
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posed by monopolists to make “Public Utilities” self-liquidating. 

22. We see then that the kinds of evil most popularly ascribed 
to national debt are wholly imaginary; that some less serious evils 
are more real, but are not to be avoided by the obvious policies of 
avoiding national debt; and that the direct application of the basic 
principles of Functional Finance are an adequate general guide to 
fiscal policy. If the short run equilibrium is taken care of so that 
there is neither too much spending nor too little spending, and so 
neither inflation or depression, and a normal amount of reasonable- 
ness is applied in choosing between the different ways pf achieving 
this short run equilibrium, the long run equilibrium of the size of 
the national debt will look after itself. 
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I. INTRODUCTION 

The prevailing attitude toward government expenditures and 
the public debt still reflects the influence of the British classical 
economists. Sometimes this influence is explicitly stated by con- 
temporary writers; more often it is merely implicit in their ap- 
proach. 

The opposition of the classical writers to government expendi- 
tures in general, and to public borrowing in particular, has been a 
serious obstacle to a penetrating and dispassionate study of the 
subject. Insufficient attention has been given to whether or not 
their theories, expounded over a century ago, are germane to cur- 
rent issues. And it has been almost completely overlooked that 
even in their own times their views on government financing did 
not correctly interpret the needs of the day; hence, they proved 
useless as a guide to public policy. The “fiscal” doctrines of the 
classical writers consistently lagged behind events. The history of 
British public credit during the eighteenth and nineteenth cen- 
turies repeatedly refuted their dire predictions as to the economic 
consequences of a growth in the public debt; and its actual course 
would certainly have differed significantly had the classical views 
been adhered to in financial policy. 

The views of the classical writers did not go unchallenged even 
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in Great Britain. It was one of the great merits of Lord Keynes 
that he called attention to the soundness of several “unorthodox” 
writers in the earlier literature. In particular he gave new credit 
to T. R. Malthus who, at a time when his fellow economists were 
primarily concerned with the problems of capital accumulation, 
emphasized the importance for the wealth and progress of a nation 
of adequate demand for the annual product. Malthas’ views on the 
public debt challenged the classical doctrine in several respects, 
and contained some original thoughts which bring him close to 
modem views. They have received scant attention, however, and 
are looked for in vain in textbooks on public finance where the 
views of Smith, Ricardo, and Mill are fully discussed . 1 

A more basic attack on the British public debt views was made 
by the German contemporary of John Stuart Mill, Carl Dietzel 2 
Dietzel was familiar with the problems and conditions confronting 
the British classical economists. At the same time, the strikingly 
different political and economic situation of nineteenth-century 
Germany afforded him a broader perspective from which to study 
the problem. 

It is the purpose of this essay to appraise some of the flaws of the 
classical doctrine on government spending and borrowing, as 
brought out in the work of Carl Dietzel, and to examine his alter- 
native approach to the theoretical basis underlying public financial 
policies. By thus speaking through a contemporary critic rather 
than from the vantage point of one hundred and fifty years of his- 
tory, it is hoped to avoid the charge of hindsight and to keep the 
approach within the setting of the period. 

The question which Dietzel determined to answer was this: Is 
the amazing economic development of Great Britain a conse- 
quence of her credit system, is it a consequence of other develop- 

1 This writer has called attention to the views of another “heretic,” Sir James 
Steuart, who at the time of Hume and Smith held views on the public debt 
which differed in important respects from the classical doctrine, Cf., “Sir James 
Steuart on the Public Debt,” Quarterly Journal of Economics , VoL L1X, May 
1945. 

2 Carl Dietzel (1829-1884), Das System der Staatsanleihen bn Zusammenhang 
der Volkswirthschaft betrachtet, Heidelberg, 1855. 
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ments which occurred simultaneously with the development of 
the credit system, or has it occurred in spite of the use of public 
credit? 

He found the answer given by the British classical economists 
unsatisfactory, and concluded: 

Convinced that a persistent contradiction between the facts and the 
teachings of the systems is due rather to onesidedness of the latter 
than to an absurdity or inconsistency of the former, we shall try to 
present the state credit and its application as a system, as a necessary 
occurrence of higher economic development, the “state debt” as an 
indication of the wealth of the nation . 3 

The result was what is probably the most penetrating and origi- 
nal theory of the public debt of his century. Dietzel’s views not 
only throw interesting light on the shortcomings of the classical 
position, but mark an important step in the evolution of modem 
thinking on the public debt. In addition, they provide a convenient 
starting point for a reconsideration of current analysis of the prob- 
lem, intended to free it from the anachronistic remnants of classical 
doctrine. 

Section II will present a summary and appraisal of Dietzel’s 
views on the public credit and his criticism of the British classical 
economists. In Section III one particular aspect of Dietzel’s theory 
will be considered, namely his concept of productivity and its 
relevance today for a consistent interpretation of the proper role 
in fiscal policy of loan-financed public expenditures. 

n. dietzel’s theory of public credit 
The Flaws in the British Doctrine 

Two crucial errors, according to Dietzel, were primarily re- 
sponsible for the hostile attitude of the British classical economists 
toward the public credit: the theoretical separation of the govern- 
ment economy from the general economy, and a fallacious con- 
cept of productivity. 

8 Ibid., p. io. 
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For the classical writers, the economy was nothing but a sum- 
mation of the private productive efforts of individuals. They 
overlooked the important contribution which the government 
makes to economic pursuits, for instance, by maintaining the legal 
order. Goods consumed by the government were considered to be 
withdrawn from the economy for unproductive use. 

Dietzel redefines the term economy as the combined efforts of 
individuals for the satisfaction of their needs. He felt that the 
public economy and the individual economies have inseparable 
and equally important functions in maximizing satisfaction. Since 
certain goods cannot be produced by the individual economies, the 
collective economy is necessary to produce these particular goods 
in the interest of all. 

Like the classical writers Dietzel set definite limits to the field 
of public activity, while at the same time broadening its scope. 
The activities of the public economy should be limited to those 
areas for which it is particularly suited, leaving to the individual 
economies tasks which they can perform equally well. 

Because of the nature of its purposes the public economy de- 
velops more slowly, and later, than the individual economies. Its 
growth is closely related to the development of the constitutional 
state, and to the view that all individuals in an economy are at 
the same time members of a state which exists in their common 
interest. It follows the development of the individual economies 
which, in their more advanced stages, require the protection af- 
forded by the political order, and the cooperation and support of 
public institutions. At the same time, as wealth increases, there Is 
a growing demand for the special goods and services produced by 
the public economy . 4 

For reasons which will become apparent later, the concept of 
productivity plays a fundamental role in Dietzel’s public credit 
theory. He takes exception to the formulation of the classical writ- 
ers who developed the concept in connection with their general 
value theory, and he objects to its implications with regard to the 

4 Ibid., p. 78, 
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role of public expenditures. Productive labor requires for its un- 
disturbed activity protection against destructive external forces. 
These forces may be either natural or the result of human violence. 
Classical doctrine drew an erroneous distinction between outlays 
for protection against natural elements, such as for warehouses,' 
clothes, and barns, and outlays for protection from human vio- 
lence, such as the police and army. The former were considered 
productive, the latter unproductive. 

Dietzel found this a completely arbitrary distinction. He felt 
that goods threatened with destruction, but saved through out- 
lays on protection, should be looked upon as new goods . 5 Hence all 
expenditures incurred for the purpose of protection must be con- 
sidered productive. The state is the most important institution for 
the protection of the economy against the destructive effects of 
human violence, and all its expenditures for this purpose are there- 
fore productive. 

Dietzel’s Concept of Immaterial Capital 

Dietzel’s reinterpretation of the relation between the public and 
private economies and his different views on productivity are 
reflected in his concept of capital. In his opinion the classical 
concept of capital was too narrow, in that it related exclusively 
to physical objects owned by individuals. Smith, for instance, de- 
fines capital as the material goods from which individuals expect 
an income. Dietzel expands the concept to include not only the 
capital of the individual economies, but also of the public econ- 
omy; not only material goods, but also immaterial capital. 

The concept of “immaterial capital” is fundamental to Dietzel’s 
analysis. He points out that something can be capital without being 
of material or physical substance. It can be an addition to the 
material capital, such as the artistic features of a bridge or a public 
building, or it can exist independently, as the legal arrangements 
which have a beneficial effect upon the economy and increase its 
productivity. All transformations of material goods into im- 
5 Ibid., p. 12. 
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material capital presuppose such a level of wealth in the econ- 
omy that the necessary material goods can be spared for this pur- 
pose. 

Like the capital of the individual economies, the national capital 
consists of fixed and circulating capital. The fixed national capital 
is made up of all public institutions, buildings, works, and equip- 
ment which yield permanent uses to the community. They are 
either sources of immediate enjoyment, such as theaters, museums, 
and churches, or they are goods which supply services essential 
in the production of other goods, such as highways, dams, and soil 
improvements. 

The most important feature and purpose of the public economy 
is the creation of immaterial capital. The state itself is the great 
immaterial capital of the nation. Its value must be set against the 
value of the goods consumed in its formation and maintenance. 
Components of this immaterial capital are the maintenance of the 
state order, the protection of property rights, the skill and ability 
of all the individuals from the point of view of the nation as a 
whole, and all other conditions which have a favorable influence 
on the production of the individual economies. Public expendi- 
tures for education, health, recreation, and sanitation are designed 
to increase the efficiency of labor and hence are additions to im- 
material capital; likewise outlays for modifying and improving 
inappropriate and obstructive social institutions. 

Dietzel agrees with the classical economists that the course of 
economic progress is characterized by a continuous increase in the 
fixed capital of the economy, but he differs by including in this 
increase the fixed capital of the national economy. As the economy 
progresses, not only are more goods produced, but goods of a 
constantly “higher order” — since the market for any one good is 
limited by the effective demand for it. The economic classes of 
a nation form a pyramid, as it were, each of them accumulating 
more capital to meet its particular needs. For the higher income 
classes this involves the production of new goods in which the 
immaterial features play an Increasingly important role. Since 
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the services provided by the public economy are primarily of an 
immaterial character, Dietzel concludes that the higher classes 
are the primary beneficiaries of the national immaterial capital, 
and it is therefore only natural that they should contribute the 
means for its increase. However, this should be done only on a 
voluntary basis. 

The Hole of Credit 

Credit, for Dietzel, is an essential element of economic progress, 
and a necessary instrument for continued capital accumulation. 
Credit transforms goods which are in a neutral condition into capi- 
tal. It, therefore, not only transfers capital, but actually creates it. 
It enables workers to make use of all capital in existence, thereby 
securing the highest degree of productivity in the economy 
possible at any given time. And it promotes a continuous and un- 
limited expansion of capital by enabling those who are not in a 
position to use their newly created disposable capital themselves 
to derive a benefit from it. 

At the top of the whole credit structure of the economy stands 
the public credit. It supplements private credit by making it pos- 
sible for the whole capital in the economy to be productively 
employed at all times. Its function is to transfer to the collective 
economy capital which does not find adequate investment oppor- 
tunities in the individual economies . 6 Also, it brings together the. 
capitals necessary for the important purposes of the public econ- 
omy. The transaction is purely voluntary and rests on the belief 
of both parties, the state and the individual, that the capital can 
be used more effectively by the former. The economic source of 
the interest payment, as in the case of private credit, is the greater 
productivity of the economy resulting from these investments. 
And the opportunity for investment in the public economy is an 
inducement to save for those who would not otherwise have done 
so. For both of these reasons, the public economy promotes the 
growth of capital and productivity. 

6 Ibid., p. 122. 
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A system of public loans is an economic necessity for countries 
in an advanced stage of economic development in which capital 
cannot always find employment easily and is in danger of being 
dissipated. Under these circumstances public credit is an essential 
condition for economic progress. It brings about the optimum 
relation between the capital of the individual economies and that 
of the collective economy. Finally the public credit makes it pos- 
sible to utilize foreign capitals to a much greater extent. Dietzel 
considers it a strong bond whereby all nations are united into a 
world economy with the capital of the world being ,used in the 
most advantageous manner for the common benefit of all. As 
Dietzel puts it, the state credit forms the coping stone of the whole 
credit structure, and indicates the highest stage of economic de- 
velopment . 7 This he points out, is confirmed by experience, since 
Great Britain and France, the two countries which had made the 
greatest use of public credit, were also the ones which were 
economically most advanced. 

The Intellectual and Moral Foundations ” of Public Credit 

In Dietzel’s view public credit has a much stronger foundation 
than private credit. The important source of strength of public 
credit lies in its intellectual and moral roots — in the confidence 
of the creditors in the willingness of the state to meet its obliga- 
tions. Thus public credit rests on a firmer basis than private credit, 
substituting the collective appraisal of all capital owners for that 
of a single creditor. This confidence of the lender is not based 
primarily on the government in power at any particular time, but 
rather on a belief in the continuity of the state and the financial 
ability and integrity of its citizens. The government acts only as 
the intermediary between the lenders and all members of the 
state, who are the actual beneficiaries of the borrowed capital. 

Once the public credit has come into existence, it finds its main 
support in itself, i.e., in the interest of the state in maintaining its 
credit. The strength of its credit depends upon the position of the 

r Ibid., p. 140. 
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state and its political system. In its effect on public credit, the state 
constitution corresponds to the legal compulsion on which the 
private credit rests. A good constitution promotes the wealth of 
the people through its effect on the public credit. At the same 
time the public credit promotes economic and social stability 
and assures the continuity of the existing constitution by rallying 
large segments of the people to its support in order to safeguard 
their investments. Thus, in contrast to private credit, the public 
credit can grow the more, the greater the size of the existing debt; 
and the state which is most in debt can be the most powerful. This, 
according to Dietzel, explains the apparently paradoxical state- 
ment that a state should incur debt in order to enjoy good credit 
standing. 

To be in a position to increase the public debt, however, a nation 
must be progressing economically. Only then will the use of 
capital by the public economy and the increase of the fixed na- 
tional capital not have adverse effects on the individual economies, 
and only then can the additional interest payments be easily borne. 
In a stagnating or declining nation public credit deteriorates, and 
the debt should not be increased. 

Dietzel is not impressed by the argument that public credit 
is open to abuse. He recognizes that the same is true of most in- 
stitutions, and that the greater the benefits of an institution, the 
greater the possibilities of abuse. He points out that even exclusive 
reliance upon taxation would not be a safeguard against glaring 
misuse of material resources, as had been shown conclusively by 
the financial administration of Napoleon I. 

The Financing of Government Expenditures 

The true nature of public credit, in Dietzel’s opinion, was 
completely misunderstood by the British classical economists. 
Baffled and frightened by its effects, they were inclined to think 
of public borrowing as encouraging government extravagance 
and as a desperate measure of last resort which should be avoided. 

This hostile attitude toward public borrowing was in part a 
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consequence of their distinction between the sources of taxes and 
loans. Taxes, they claimed, were paid from income while loans 
were supplied from capital. Increased taxes would merely reduce 
consumption, leaving the capital intact, while loans would weaken 
the capital and impair future production. Furthermore, since the 
purpose of public loans was considered unproductive, govern- 
ment borrowing clearly involved a net loss of capital for the 
economy. 

To Dietzel the classical division of the annual product into 
necessary cost of production and a net surplus from which taxes 
and the cost of government were financed appeared ’to be com- 
pletely arbitrary. He held that the sources of both taxes and loans 
are the same, namely, the disposable capital which is destined to 
satisfy human wants, either immediately or sometime in the future. 
Only disposable capital can be absorbed by public loans, not capi- 
tal which is already being used for production by the individual 
economies. 

According to Dietzel, therefore, all the expenditures of the state 
have to be considered as a unity, whether financed by taxes or 
loans. The function of public credit parallels that of the tax system, 
and both should be forcefully used as conditions seem to require. 
The choice between taxes and loans should be made in terms of 
the best method of achieving the purpose of the public economy. 
Dietzel felt, however, that since the economic impact of loans and 
taxes differs, the choice must depend upon the kind of expenditures 
which they are best suited to finance. Recurrent and normal ex- 
penditures for the functioning and maintenance of the state and its 
institutions (the circulating capital) should be met through re- 
current contributions of all members, i.e., through taxes. The 
circulating capital of the public economy provides goods and 
services which are completely consumed by the individuals in the 
course of the year, and therefore must be contributed by them 
during the same period. Expenditures which lead to a permanent 
investment in the state or its institutions, on the other hand, includ- 
ing the formation of immaterial capital, should be raised through 
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loans. The interest payments then become part of the normal out- 
lays of the following years and should be raised through taxes. 
Although rejecting the classical distinction, this approach is like- 
wise arbitrary in that it still relates the proper revenue source to 
the particular type of expenditure. - 

When large funds are urgently needed to meet extraordinary 
needs, loans should be preferred to minimize the disruptive 
effects on the economy. Because of the compulsory nature of the 
tax system, its burden should not be increased suddenly, but 
should be kept as stable and low as possible. A sudden heavy tax 
might necessitate borrowing by individuals on more unfavorable 
terms. This might lead to political discontent and cause the eco- 
nomic decline of large segments of the population. Loans, on the 
other hand, distribute over a longer period of time a burden which 
would be unbearable for the moment, and withdraw capital 
from where it can be spared with the least adverse effects. 

This does not mean, however, that loans shift the burden to the 
future while taxes are borne by the present generation. All the 
capital which is invested in the public economy, both fixed and 
circulating, is brought forth by the present generation, and its use 
is paid for through taxes. Each generation, furthermore, is in pos- 
session of all the fixed capital in existence at any particular time, 
and derives benefits from it. Each generation has a moral responsi- 
bility to make the best use of its resources. If the purpose of the 
investment is justified, future generations cannot be harmed. On 
the contrary, if a high proportion of total government outlays is 
made up of interest payments on debt, this is an indication of the 
great amount of national capital in existence. 

It follows from Dietzel’s interpretation of the function of public 
credit that there can be no fixed limit to the growth of public 
debts. The limit is necessarily flexible and indeterminate, depend- 
ing primarily upon the need and condition of the economy and 
the quality of its tax system. Nevertheless, several criteria are 
available as a guide to policy. In particular, there should at all times 
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exist a proper relation between the capital of the individual econ- 
omies and that of the public economy. If the former are insuf- 
ficiently developed they may be unable to benefit fully from the 
investments of the public economy, and the interest burden may 
Become oppressive. 

Voluntariness of the public borrowing transaction is the best 
guarantee that such a disproportion does not arise. It assures that 
the capital transferred from the individual economies is actually 
“available,” and does not involve a curtailment of the capital 
supply for private purposes in which it could have been used to 
greater advantage. Compulsory loans are, therefore, extraneous 
to the system of the public credit in normal times, and if they 
become necessary they should be replaced as soon as possible by 
voluntary loans. 

Repayment of the Public Debt 

One of the reasons why the British classical economists failed 
to grasp the nature of public credit was their belief that the same 
principles applied to the public as to the private credit. They 
held that for the state, as for the individual, to be completely debt 
free was the most desirable aim. This notion followed from the 
failure to recognize the nature of the state, of the public economy, 
and of credit in general. Several governments in Great Britain in- 
troduced schemes designed to put into practice the classical views 
on complete debt repayment. The transition to true public credit 
was brought about only by the pressure of events. As Dietzel 
puts it: “Here again events strode ahead of theoretical under- 
standing; and not until 1829 did even England give up the fruit- 
less endeavor to chase after the phantom of complete debt re- 
payment.” 8 

Dietzel saw one basic difference between private and public 
debt in the fact that the latter does not have to be repaid. In pri- 
vate credit transactions, the return of the loan at an early date, 

8 Ibid., p. 143. 
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stipulated in advance, is necessary to safeguard the creditor against 
improper undertakings and the danger of loss of the principal. 
These considerations, on the other hand, do not apply in the 
case of public credit transactions. The capital transferred to the 
public economy and incorporated in the fixed national capital 
cannot be taken out of it again. At the same time the claim of the 
public creditor is safeguarded by assuring him a continuous an- 
nual interest payment based on the credit of the state, so that 
repayment to protect him against losses becomes unnecessary. 

This does not mean, however, that the individual public creditor 
has to forego repayment of his capital. The second distinctive fea- 
ture of public debt is the continuous vendibility of the claims 
against the state. The funds for repaying the individual creditor 
are usually derived from the capital which is continuously pro- 
duced in the economy and is in search of investment opportunities. 
Debt repayment should therefore be pursued only to the extent 
necessary to maintain confidence in the public credit. Debt repay- 
ment for its own sake is a luxury too expensive to be indulged in, 
and has no place in Dietzel’s system. Debt repayment should al- 
ways be considered as a means, not an end; it may be desirable 
under certain conditions, and inopportune and burdensome under 
others. 

The only situation in which debt repayment on a large scale 
becomes desirable is in the case of a marked disproportion between 
the capital of the public economy and that of the individual 
economies resulting from an impairment of the latter. This, for 
instance, might be the result of a costly war. In such a case war 
loans should be considered as an anticipation of future taxes and 
should be repaid at the end of the war. Such repayment is possible 
only through a considerable increase in taxation. New capital is 
thereby created in the economy at the expense of immediate 
consumption. The capital produced by somebody else — in the 
last resort by all the taxpayers — is therefore the source of the debt 
repayment, leaving the capital of the national economy unaffected. 
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The War Debt 

The originality of Dietzel’s contribution to the analysis of the 
public debt is also brought out in his discussion of the war debt. 
The opposition of the British classical economists to the use of 
public credit for war financing merely reflected their opposition 
to war itself. They thought that the use of credit makes it easier 
to plunge recklessly into warfare. Financing of wars through 
® taxation, on the other hand, would, they believed, discourage wars 
by making people more aware of their burden. Furthermore, 
less capital would be destroyed, and the economy could recover 
more quickly. In addition, as soon as the war ended the burden of 
taxation could be removed without leaving any harmful after- 
effects, as would be the case had debt been incurred. 

Dietzel rejects this approach to the problem as an illustration 
of the classical confusion between means and ends. Fie points out 
that for the purpose of deciding the best method of financing, 
wars have to be considered a datum like any other natural event. 
Once a war has become inevitable, the economist’s function is not 
to make its prosecution more difficult, by maximizing its impact, 
but rather to devise the best financial schemes whereby the war 
can be brought to a speedy and successful conclusion. 

For this purpose the use of public credit is essential. Only in 
this way is it possible to put the state rapidly in possession of the 
necessary capital, and withdrawing it from where it can be spared 
with the least harm. Dietzel furthermore does not agree with the 
classical writers that war expenditures are unproductive and re- 
sult exclusively in a destruction of capital. Their purpose is invest- 
ment in the immaterial capital of the nation — protection against 
foreign enemies and the preservation of the institutions of the 
country. Consequently, war expenditures, like any other public 
investment outlay, must be considered as part of the general cost 
of production of the economy. In addition, by encouraging greater 
efforts on the part of the individuals, they are also likely to pro- 
mote the creation of physical capital. 
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The change from a peace to a war economy brings about a 
revision in individual scales of preference. A larger proportion of 
the disposable capital is channeled into the public economy to 
serve needs that temporarily have become more urgent. This in- 
volves a limitation of consumption, but at the same time it offers 
an incentive to more work, and increased production and capital 
formation to make up for the losses. This is illustrated, as Dietzel 
points out, by the great boost to British industry and trade experi- 
enced during the Napoleonic Wars. 

Dietzel l\as been widely misunderstood and criticized for label- 
ing war expenditures “productive.” It is clear, however, from a 
careful study of his position, that he did not consider it a matter 
of indifference whether disposable capital were spent for war or 
for peace pursuits. What he meant, rather, was that there is never 
a choice between the two. When war breaks out, expenditures 
for its prosecution are unavoidable and of the first priority. They 
are essential to protection of life and property; hence they are 
productive. But he was well aware that war expenditures may 
involve destruction of the physical capital of the economy. This 
is obvious from his agreement with the classical economists to the 
extent that he favors partial repayment of war loans under certain 
conditions. 

Evaluation 

Like the British classical economists, Dietzel’s main concern 
in analyzing public credit is with the accumulation of capital and 
the conditions for economic progress. However, he points to the 
essential role in this process of the public economy and the need 
for considering the public and the private economies as mutually 
indispensable parts of a whole. He broadens the concept of capi- 
tal and includes public credit as a fundamental element in the 
economic growth and development of the nation. 

In Dietzel’s financing scheme public credit is of equal, if not 
greater, importance than the tax system. Both have equal status 
in financing public expenditures, which are considered a necessary 
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cost of production. Investment in the public economy is necessary 
not only for achieving maximum productivity, but also as an out- 
let for capital which does not find an investment opportunity in 
the private economy. The benefit which the economy as a whole 
derives from these investments is the source of the interest pay- 
ments to the public creditors. 

Rejecting the classical postulate of complete debt repayment, 
Dietzel considers the conditions necessary for a continuous growth 
of public credit. Limits to the size of the public debt are related 
to the national income and the character of the tax system, and 
the primary criterion is the achievement of a proper’relation be- 
tween the capital of the public and the private economies. Debt 
repayment is subordinated as an issue. In its role as debtor Dietzel 
conceives of the state as merely an intermediary between the 
creditors and the rest of the citizens. 

In stressing the investment opportunities offered by the public 
economy, the role of loan-financed public expenditures in eco- 
nomic progress, and economic balance and stability as the relevant 
considerations in debt management, Dietzel parts company with 
the classical writers and anticipates many of the tenets of modern 
fiscal policy. However, there is no evidence that he faced squarely 
the issue of loan financing in relation to unemployment. 

According to Dietzel, the reason why capital is in search of 
investment opportunities in the public economy is that with the 
increasing wealth of the economy the wealth of the potential con- 
sumers is not increased to the same extent as the productive ability 
of the producers. This leads to a disproportion between supply 
and demand, and the absence of effective demand puts a limit to 
the production of goods of the same type. It is therefore necessary 
to invest in the production of new goods of “higher order.” These 
are provided by the public economy. However, Dietzel makes no 
reference to the fact that the employment offered by public pro- 
duction supplies additional purchasing power for goods produced 
by the individual economics and increases their demand. 

Dietzel also fails to appreciate the redistributive effect of ex- 
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penditures intended primarily for the benefit of the lower income 
classes. Although he emphasizes the general increase in the pro- 
ductivity of the economy resulting from loan-financed public 
expenditures, and mentions educational and health outlays, his 
main emphasis is on expenditures for goods of “a higher order’* 
which benefit primarily the wealthier groups; to the extent that 
other groups are also benefited, they should contribute to the an- 
nual interest payment. Thus not only are taxes and loans still re- 
lated to particular expenditures, but the taxation of the lower 
income groups is likely to curtail their consumption of privately 
produced goods in exchange for benefits in which they are not 
primarily interested. For the higher income groups, on the other 
hand, it would merely involve a reduction in their disposable 
capital. 

Dietzel furthermore explicitly excludes monetary factors from 
his analysis. This omission also leads to a disregard of the role 
of the rate of interest in influencing the “voluntariness” of the 
transfer of capital to the public economy. 

Despite these shortcomings, Dietzel’s analysis marks an impor- 
tant step forward in the understanding of the nature and role of 
public credit. The basic difference between his approach and that 
of the British classical economists stems from his concept of the 
productivity of public expenditures. The remaining pages of this 
essay will deal with the implications of this productivity concept 
for modern fiscal theory. 

m. THE PRODUCTIVITY OF PUBLIC EXPENDITURES 
“ Productive” and “N onproductive” Expenditures 

The justification for loan-financed public expenditures is fre- 
quently based on the distinction between productive and non- 
productive expenditures. What is not recognized is that this dis- 
tinction is an historical anachronism — a carryover from the classi- 
cal attitude toward productivity and public expenditures. 

The thought underlying this distinction is that the economy is 
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benefited more by the accumulation of physical assets than by 
immaterial gains. As a corollary, borrowing for “productive” ex- 
penditures is less objectionable than borrowing for “nonproduc- 
tive” expenditures. 

A basic reason for this attitude is reluctance to accept the in- 
creasing scope of government activity which is the consequence 
of the creation of immaterial capital. Many still cling to the dis- 
tinction between productive and nonproductive, in one form or 
another, as a check on government expenditures and on the gov- 
ernment borrowing which facilitates them. Opposition to an 
increase of the public debt stems largely from the aversion to 
increased government activity. 

This is not far from the classical view of public expenditures 
as unproductive. Not only did Smith’s analysis tie the concept of 
productivity to the creation of a durable good “which lasts for 
some time at least after the labour is past”; it also limited it to the 
creation of capital by the private economy . 9 Expenditures by 
the public economy on the production of services did not con- 
tribute to the annual product; hence, the outlays were unpro- 
ductive. These included the whole government establishment, 
the officers of justice, the army, and the navy. Although they 
were unproductive, these outlays nevertheless were considered 
“useful.” 

Smith makes an exception in the case of public works. He ac- 
cepts the construction and maintenance of public works as one 
of the duties of government, and recognizes their favorable effect 
on the annual product of the land and labor of the country. But 
he favors their financing from tolls and particular charges rather 
than from general public revenue . 10 And the labor which goes 
into the construction of these works is nowhere termed pro- 
ductive. 

In the modern literature, the concept of productive public 

9 Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Na- 
tions, Modern Library edition, pp. 3 14-3 15. 

10 Ibid., p. 682. 
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expenditures has been considerably broadened, as more and more 
exceptions to the narrow classical interpretation are introduced 
to meet changing needs. However, the classical influence is still 
evident, and the criterion of physical assets still predominates. 
Although this criterion grows more sterile with every new quali- 
fication that is added, no alternative approach has been forth- 
coming. 

Ursula Hicks , for instance, distinguishes between active public 
debt, passive debt, and deadweight debt . 11 The first is incurred 
as a consequence of investment in self-liquidating capital projects 
or expenditures designed to increase the productive power of the 
community and raise the efficiency of the population. Passive 
public debt is incurred for expenditures which yield utilities and 
enjoyments, but do not increase the efficiency and productivity of 
labor and capital. Finally, deadweight debt is the result of expendi- 
tures which neither increase the productive power of the com- 
munity nor produce any future flow of utilities. The most im- 
portant instance is the war debt. The implications of this distinc- 
tion, which follows the classical argument of Smith and Mill, are 
clear; namely, that the incurring of active public debt is the most 
desirable purpose of public borrowing, while the deadweight 
debt is a burden upon the economy, and therefore should be 
avoided where possible. 

Alvin H. Hansen , commenting on this distinction, criticizes 
Mrs. Hicks’ disregard of the effects of debt-financed public ex- 
penditures on the income of the economy . 12 He distinguishes 
between utility-creating, efficiency-creating, and income-creating 
public expenditures. War expenditures, which are not efficiency- 
or utility-creating, may nevertheless be effective in expanding 
income and employment in the economy . 13 

11 The Finance of British Government , 1920-1936, 1938. 

12 Fiscal Policy and Business Cycles , 1941, pp. 144 ff. 

18 In his recent book. Prof. Hansen takes Dietzel’s position when he remarks 
that “undue emphasis is laid on tangible wealth; intangible factors that contribute 
no less to the productivity of the nation are underestimated . . . Tangible as- 
sets are indeed an essential basis for high productivity, but no more so than the 
skill, health, and efficiency of the nation's citizens.” (Italics of the author.) 
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Seymour E. Harris , discussing the limits of a rising public debt, 
argues for the deduction from the total amount of the debt of the 
capital value of assets yielding net income, in order to get a clearer 
picture of the burden of the public debt . 14 Thus, in his analysis 
also, the question of the debt burden is related to some extent to 
the physical assets which are created with the borrowed funds. 

The same thought underlies Withers ' 1 analysis of the public 
debt . 15 In his view self-liquidating public work debts are de- 
fensible because they create liquid assets, and debts incurred dur- 
ing a depression because they are income-creating. Withers, how- 
ever, still attributes some special advantages to the faci that capital 
assets may stand behind the public debt. But he gives to this view 
a novel interpretation. Even if public debts are not supported by 
assets held directly by the government, he finds it to be of signifi- 
cance whether, as a consequence of debt financing, the assets held 
by private enterprise have increased. These, according to Withers, 
should also be set against the increase of the public debt. 

Thus, what started out to be a formula for circumscribing the 
bounds of loan-financed public expenditures has become so flexi- 
ble that it no longer serves any useful purpose; it can be bent to 
fit any situation. While practically all public expenditures were 
originally considered unproductive, we have now reached the 
point where the reverse is held to be true; for one reason or an- 
other all types of debt-financed public expenditures are credited 
with having a favorable effect upon the economy. In the same 
measure as the concept of “productivity” has been broadened, 
it has lost its value as a guide of policy. To the extent that such 
guide can be recognized, priority is still given to the creation of 
physical assets. 

He thinks, however, that as a matter of practical policy, loan-financing of 
current services, however valuable for productivity, is politically not feasible; 
and that it is, therefore, fortunate that the needed volume of useful and produc- 
tive investment (in the sense of creation of capital assets) is more than ample 
to provide loan expenditure outlets for the flow of savings seeking investment. 
A. H. Hansen, Economic Policy and Full Employment , Whittlesey House, 
McGraw-Hill Book Company, Inc., 1947, pp. 185-186. Reprinted by permission. 

14 “Postwar Public Debt,” Postwar Economic Problems, 1943. 

15 W. Withers, The Public Debt, 1945. 
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The Concept of Productivity Reconsidered 

Dietzel’s analysis is helpful in reformulating the concept of 
productivity as applied to public expenditures. What he attempted 
to show was that all public expenditures have to be considered as 
interdependent, and the significant consideration is their effect 
on the economy as a whole rather than the character of the par- 
ticular outlay. The public and private economies, furthermore, 
are closely integrated and supplementary to each other, and their 
contributions to production and economic progress cannot be 
judged independently of each other. Furthermore Dietzel tried 
to show that there is no absolute and general order of preference 
between various types of public expenditures, but that the par- 
ticular conditions and needs prevailing at a given time must deter- 
mine the choice of expenditures. This fact is significant, not only 
for longer-run economic developments, but also in the case of 
change from peace to war conditions. 

This abandonment of the quest for an abstract, objective, uni- 
versally applicable formula is basic to a sound appraisal of the 
meaning of productivity. Properly interpreted, productivity is a 
subjective concept which reflects the thinking and the institutions 
of a particular social and economic framework. The terms “pro- 
ductive” and “unproductive” are analogous to “right” and 
“wrong,” or “good” and “bad,” which are useful distinctions at 
any given time, but which cannot embrace different periods, 
different places, or different sets of values. 

This does not imply that there can be no criteria for establish- 
ing priority as between alternative public expenditures at any 
particular time. It is obvious that a choice must be made, since 
resources are limited. Just where to strike the balance is a funda- 
mental issue in good government. There is no simple or precise 
guide. But if we can free ourselves from the rigid mold in which 
our thinking has been cast by use of the terms productive and 
unproductive, a long step will have been taken in the right direc- 
tion. In a democracy these issues must be decided through com- 
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promise and majority will. Expenditures which are wanted badly 
by some people may appear unnecessary or undesirable to others. 
The determining consideration must be the greatest benefit for 
the greatest number within the limited resources available — and 
not only their direct and immediate effects, but also their more 
indirect social and economic repercussions must be taken into ac- 
count. It is obvious that an abstract “objective” formula worked 
•out at another time and place could not meet these requirements. 

As Dietzel has shown, the concept of peacetime productivity 
is not applicable to wartime expenditures. During a war the pri- 
mary aim of public expenditures is to protect the country, and 
to contribute to the successful prosecution of the war. Extensive 
expenditures for warships, airplanes, and munitions, which would 
be unnecessary, wasteful, and “unproductive” in peacetime, are 
eminently productive in wartime because on them depends not 
only the survival of the country, but the protection of its wealth 
and the opportunity for further peaceful progress. In addition, 
they increase the output of the economy by furthering capital 
accumulation, promoting inventions and labor-saving techniques, 
and, as a longer-run effect, promoting international trade and 
opening up new territories to industrialization. Taking all these 
facts into consideration, Dietzel points out that it can fairly be 
questioned whether the amazing economic ascendancy of Great 
Britain in the nineteenth century would have occurred equally 
rapidly had she not made a forceful use of her public credit vic- 
toriously to conduct the numerous and expensive wars leading up 
to and including the Napoleonic Wars. 

Likewise in peacetime, the construction of physical assets, such 
as highways, bridges, and public buildings, may be highly produc- 
tive at one time, but undesirable and wasteful at another when 
expenditures for education, health, or recreation have a more 
urgent claim on the nation’s resources. In a country ravaged by 
wars and poor in capital, the construction of the necessary public 
and private physical plant is an urgent task, and expenditures for 
that purpose are eminently productive. However, under different 
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circumstances, expenditures for long-range development projects 
and for the improvement of the nation’s health may be more 
urgent. 

A logical extension of Dietzel’s position is that in times of severe 
depression, when the creation of employment opportunities and 
a rise in national income are of major concern, expenditures to 
achieve this purpose are highly productive. Thus even leaf-raking 
or the construction of buildings which satisfy purely artistic de- 
sires would qualify as productive expenditures if they contribute 
toward this goal. On the other hand, they would be wasteful and 
unproductive if the same results could be achieved by outlays for 
works or services which would satisfy more urgent needs. 

The decisive consideration must always be in terms of what is 
needed most in any given situation. The most “productive” pat- 
tern of expenditure is that which contributes most toward the 
achievement of the economic, political, and social aims of a par- 
ticular time and a particular country. 

This interpretation of “productive public expenditures” has an 
important bearing on the question of their financing. It means 
that the traditional criterion of productivity ceases to be the de- 
termining factor in deciding between taxes and loans. Instead of 
relating a particular type of expenditure to a particular method 
of financing, the impact on the economy of all expenditures and 
of all sources of revenue becomes the decisive consideration. To 
use Dietzel’s terminology, both immaterial and material capital 
have an equal claim on loan financing. This approach also has 
the effect of subordinating the importance of self -liquidation. As 
Dietzel points out, the significant fact in public investments is 
the increase in productivity of the economy as a whole. This in- 
crease is the economic source of the interest payment on the loan. 
Self-liquidating outlays are no more productive than non-self- 
liquidating expenditures, and even where the imposition of a fee 
for service is found convenient, it should not be considered as 
equivalent to the individual benefit derived from the expenditure. 

This does not mean that large capital outlays should not be 
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financed more frequently from loans, or preference be given to 
taxation for regularly recurring outlays. The reason, however, 
cannot be that the former are more productive, but only that such 
a choice appears to be in the best interest of the economy after 
taking account of general economic conditions, the quality and 
structure of the tax system, the impact of the particular expendi- 
ture on the economy, and the inflationary and deflationary aspects 
of alternative methods of financing. 

These same considerations, as Dietzel has pointed out, apply 
to the issue of debt repayment. Here again the decisive considera- 
tion is not the purpose or character of the particular 'expenditure 
but the relation between the capital of the individual economies 
and the public economy, and the effect of debt repayment on 
capital formation and the optimum use of resources. 

In a sense these principles are almost too obvious for mention, 
since most of them have been enunciated in recent years by lead- 
ing economists. However, the insistence that still prevails upon 
applying some kind of restrictive “productivity” test in issues 
connected with public expenditures and the public debt is evidence 
enough that these propositions can bear repetition. Much still 
remains to be done in presenting “the state credit and its applica- 
tion as a system, as a necessary occurrence of higher economic 
development, and the ‘state debt’ as an indication of the wealth 
of the nation.” 16 

16 Dietzel, op. cit., p. 20. 
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Taxes can affect investment expenditures in a number of ways. 
They reduce the disposable income of some income recipients, 
decrease their consumption expenditures, and, indirectly, may 
reduce the level of investment. Also, they may directly reduce 
investment expenditures through their effect on the profitability 
of investment or on the funds available for investment. The reac- 
tions set up finally may affect the rate of interest, which in turn 
will have an impact on the level of investment expenditures. 

In this paper, only one phase of these broad problems will be 
considered, namely, the direct effect of a business-income tax 
on incentives to invest in durable producers’ goods. Major em- 
phasis is placed on the definition of the tax base — the question 
of depreciation policy receiving most attention with incidental 
attention given to the treatment of losses for tax purposes . 1 

As will be shown, modifications in the timing of depreciation 

1 Other treatments of the question of loss offsets have been made by E. D. 
Domar and R. A. Musgrave, “Proportional Income Taxation and Risk-Taking,” 
Quarterly Journal of Economics , May, 1944, to which this paper owes a large 
debt; J. K. Butters and J. Lintner, Effect of Federal Taxes on Growing Enter- 
prises (Boston, 1945), especially Chap. Ill; H. R. Bowen, “Taxation of Net In- 
come from Businesses,” Bulletin of the National Tax Association , December, 
1945; and A. P. Lerner, “An Integrated Full Employment Policy,” International 
Postwar Problems , Jan., 1946. For a discussion of depreciation, see Bowen, op. 
cit M. Kalecki, “Three Ways to Full Employment,” and E. F. Schumacher, 
“Public Finance — Its Relation to Full Employment,” in The Economics of Full 
Employment , Oxford University Institute of Statistics (Oxford, 1944). 
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can affect both the amount of taxes expected to be paid on income 
arising from an investment, and the timing of their payment. Both 
effects can alter the profitability of the investment. More liberal 
treatment of losses can affect the amount of taxes expected to 
be paid, but it has a relatively insignificant effect on the timing 
of these payments over the life of the asset. 

To summarize the conclusions reached: 

(1) The effect on investment incentives of a proportional tax 
levied only on business income can be neutralized (a) if the 
amount expended on durable producers’ goods can be deducted 
from taxable income in the year when made, and (b) if the Gov- 
ernment will pay for any “losses” of the firm at the same rate as 
it taxes the firm’s income. Neither adjustment taken alone is suf- 
ficient for this purpose. 

(2) Depreciation of assets over a short period, say, three to 
five years, would come reasonably close to neutralizing the ad- 
verse effect of the tax, provided the excess of depreciation over 
income in any year can be carried forward as an offset against 
future taxable income. 

( 3 ) If depreciation for tax purposes is spread over the economic 
life of an asset, the tax wall adversely affect investment incen- 
tives, even though the Government reimburses business losses at 
the rate of tax. 

(4) Under such a system of economic-life depreciation, in- 
centives to invest are more adversely affected (a) the longer-lived 
the asset in which the investment is contemplated, (b) the higher 
the cost of investment funds to the individual firm, and (c) the 
greater the uncertainty of future income. These latter two effects 
are particularly severe on the new or small firm. 

(5) Incentives to replace assets are less affected than incentives 
to make new investment. The existing firm would have its ad- 
vantages furthered as against the new firm, replacement repre- 
senting a larger proportion of investment outlays for the former 
than for the latter. For similar reasons the static firm is favored 
over the growing one. 
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(6) The effects as indicated in points (3) to (5) are greater, 
the higher the rate of tax. 

I. BUSINESS-INCOME TAXATION UNDER CONDITIONS OP 
CERTAINTY 

Taxation with Full Loss Offsets and Economic-Life Depreciation 

First, let us consider the effect of the business-income tax on 
incentives to make new investment under conditions of certainty. 
For our purposes, new investment is distinguished from replace- 
ment only because the latter involves the discarding of an exist- 
ing asset at the time the investment is made, whereas the former 
does not. Nothing is implied regarding the capacity or efficiency 
of the replacement. 

1. New Investment. If an entrepreneur is maximizing total 
profits, he invests up to the point at which the cost of funds for 
investment equals the investment’s yield (marginal efficiency of 
capital). To state this condition in another way, he is willing to 
make any investment outlays which are expected to bring in a 
greater amount of net receipts in present-worth terms. 2 By dis- 
counting to the present the algebraic sum of these changes in net 
receipts in each period, the present worth of the investment is 
determined. For a rate of discount, the entrepreneur uses the rate 
of interest he must pay on funds made available to him for the 
investment. We can think of him as ranking the various possible 
outlays on durable goods on the basis of the excess of the present 
worth of their future net receipts over their cost. He schedules 
all outlays for which this difference is positive, that is, in which 
the investment yield equals or exceeds the rate of interest. 3 

Assume now that a proportional tax is imposed on the excess of 
business revenues over expenses, interest expenses and dividend 

3 Scrap value at the end of the asset’s life should be included as a receipt. 
Increased salaries should be included as additional payments if the investment 
requires additional managerial effort. 

s However, if the entrepreneur’s funds are limited, he would make only the 
most profitable investment which his limited resources permitted. 
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payments not being treated as deductions. Depreciation expense 
is determined by spreading the cost of durable goods over their 
economic life. If expenses exceed revenues in any year, the Gov- 
ernment reimburses the entrepreneur for the loss at the rate of 
t’ax. That is to say, a $100 profit will require the payment of $50 
tax, if the tax rate is 50 per cent; a $100 loss will result in a $50 
refund from the Government. Thus, we have a truly proportional 
tax on income: each dollar of additional income will be taxed at 
the given rate; each dollar of additional expense will be reimbursed 
at the same rate. This type of system can be termed one of full 
loss offset, since losses will result in negative taxes whether or not 
past, present, or future taxable income is earned. 

Under our assumptions the tax does not reduce the rate of 
interest at which the entrepreneur can secure funds. 4 Because 
the tax will reduce the prospective net receipts from investment, 
and because the discount factor applied to these net receipts 
remains unchanged, the present worth of some investment outlays 
will fall below their cost and they will become unprofitable. 

In order to look more closely at these effects, the tax base will 
be separated into two parts: first, the net receipts expected from 
the investment before deducting depreciation; second, the deduc- 
tions in the form of depreciation charges. The tax liability (or 
refund) for any given year is, of course, determined by applying 
the rate of tax to the algebraic sum of these two amounts. 

The next step, after separating tax liabilities into these two com- 
ponents, is to treat the present worth of the tax rebates (negative 
taxes) resulting from the depreciation deduction as an offset to 
the cost of the asset in which the investment is contemplated. 5 

4 Interest and dividend payments are not deductible in determining taxable 
income under our hypothetical tax. Thus the interest costs of the entrepreneur 
are not partially reimbursed by the Government through reduction in taxable 
income. Moreover, the rate of interest at which money is offered to the firm 
does not decrease, inasmuch as the investor can put his funds out in other ways, 
e.g., in Government bonds, free of the tax on business income. In the long run, 
of course, the interest rate may be affected. 

5 Even casual students of business reactions to the wartime excess-profits tax 
will recognize that this is not an artificial construction. With an 85 per cent tax 
rate there was much talk of fifteen-cent dollars. 
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Thus we compare the cost of the asset minus the present worth 
of the tax reduction from depreciation with the present worth of 
expected net receipts minus tax (the tax applied directly to net 
receipts before deducting depreciation). This method permits 
us to concentrate on the present worth of the tax rebates from 
depreciation. Since the present worth of prospective net receipts 
(before depreciation) will be proportionately reduced by the 
tax, some investments will become unprofitable unless the present 
worth of the tax rebates from depreciation reduces the cost of 
the asset proportionately to the rate of tax. This statement is 
equivalent to saying that the cost of the asset would otherwise 
exceed the present worth of the net receipts after taxes. 6 

To illustrate this point, assume that net receipts of $100 per 
year for 5 years are anticipated through acquisition of an asset 
costing $400. At a rate of interest of 8 per cent, the present worth 
of $100 per year for 5 years would be $400. The investment 
would be marginal, since its cost would just equal the present 
worth of the anticipated net receipts from its operation. Assume 
now the imposition of a 50 per cent tax on business income. With 
a depreciation rate of 20 per cent per year, taxable income would 
amount to $20, and taxes to $10. The present worth of the net 
receipts after taxes now becomes $360. The asset’s cost of $400 
would now exceed the present worth of the net receipts after 
tax by $40 (the present worth of the tax liabilities of $10 per 
year). On the other hand, we can consider the present worth 
of the net receipts as being reduced proportionately by the 
tax — from $400 to $200 — and the cost of the asset as being reduced 

6 Before the tax C — RA for the marginal investment, where C represents 
the cost of the asset, R the prospective annual net receipts per year for n years, 
and A the present worth of a dollar a year for n years discounted at i. 

C 

After the tax is imposed, this expression becomes C = RA — t(R jy)A, 

where t is the rate of tax and d the number of years over which the asset can be 
depreciated for tax purposes. This expression can also be transformed to 
A.t At 

C(r — j*) = RA ( 1 — t) . If — p = t, that is, if the tax reduces net receipts and 

the asset’s cost proportionately, the pretax equality between C and RA will be 
re-established. 
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by the present worth ($160) of the tax rebates (of $40 per year) 
from depreciation. The cost of the asset is thus reduced from 
$400 to $240, and the discrepancy of $40 between cost and present 
worth of net receipts shows up again. 

* It becomes clear why the tax reduces investment incentives. It 
stems from the failure of the present worth of the tax rebates 
from depreciation to reduce the cost of the asset by an amount 
proportionate to the rate of tax. The aggregate amount of de- 
preciation deductible over an asset’s life is, by definition, equal to 
the cost of the asset. The aggregate tax reduction resulting from 
the deduction will thus be proportionate to the rate* of tax. But 
because depreciation is spread out over the life of the asset, the 
resulting tax reduction is similarly spread out into the future. Upon 
discounting to the present these future tax rebates, their present 
worth falls below the sum of their annual amounts. Therefore, 
because the tax proportionately reduces the net receipts (before 
depreciation) , but does not proportionately reduce an asset’s cost, 
the tax makes some of the outlays unprofitable which were pre- 
viously profitable. The level of investment under any given con- 
ditions of demand is reduced. 

The smaller the present worth of the tax rebates resulting from 
depreciation, the greater is the harmful effect of the tax on invest- 
ment incentives. Their present worth is smaller, the higher the 
rate of discount applicable. Thus, small or new firms with very 
limited access to cheap capital would find a future tax rebate of 
less worth to them than would a large firm with abundant cheap 
capital. The former’s investment incentives would be reduced 
more than would the latter’s. 

Similarly, the longer the tax rebate is postponed on the average, 
the smaller is its present worth. Since depreciation is spread over 
a relatively long period for long-lived assets, tax rebates are sub- 
ject to a larger discount, relative to the asset’s cost, than are the 
rebates resulting from short-lived assets. This effect may change 
the ranking as to their profitability of various outlays on durable 
goods. Shorter-lived assets would move up the scale relative to 
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the longer-lived. 7 All outlays would, however, become absolutely 
less profitable. 

The strength of these factors is indicated in Table 3 which 
shows the present value of depreciation deductions as a per cent of 
the cost of an asset under different interest rates and different 
lengths of asset life. Reading from left to right indicates the de- 
crease in the present worth of the depreciation deductions as the 
cost of borrowing increases; reading down indicates the decrease 
in present worth as the life of the asset lengthens. One can notice 
the marked reduction in present worth of depreciation deductions 
as longer-lived assets and higher interest rates are considered. 

TABLE 3 

Present Worth of Straight-Line Depreciation Deductions a 
as a Per Cent of Cost of Asset 


PRESENT WORTH OF DEPRECIATION DISCOUNTED 


ECONOMIC 

ANNUAL DE- 

AT RATE OF INTEREST OF 


LIFE 

DUCTION 

2% 

4 % 

6% 





(annually 

compounded) 


(0 

(>) 

(3) 

( 4 ) 

( 5 ) 

(6) 

5 

20% 

94.3% 

89.0% 

84.2% 

79-9% 

10 

10 

89.8 

81. 1 

73.6 

6 7.1 

20 

5 

81.8 

68.0 

57-3 

49.1 

5 ° 

2 

62.8 

43.0 

3 i -5 

24.5 


a Cost divided by length of life, assuming no scrap value. 

The present worth of the depreciation deductions is not, of 
course, the factor which reduces the asset’s cost in the preceding 
analysis, but the tax on this amount. For example, the table indi- 
cates that for a twenty-year asset and interest costs of 4 per cent 
(third line, Column 4) the present worth of straight-line deprecia- 
tion would be 68 per cent of the asset’s cost. If a 50 per cent tax 

7 In a letter to the Economist , May 27, 1944, p, 719, a writer, obviously in busi- 
ness, points out that repairing an old machine may be favored under the income 
tax over acquiring a new asset. Repairs are deductible from taxable income in 
the year when made, but a new asset must be depreciated over its useful life. 
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were imposed, the net receipts from the asset would be cut in 
half, but the cost of the asset would be reduced only by 34 per 
cent (half of 68 per cent) . Whereas before the tax, the cost was 
equal to the present worth of net receipts for the marginal invest- 
fnent, after the tax, the cost would exceed the present worth of 
net receipts by 1 6 per cent of the asset’s cost: it would only have 
fallen to 66 per cent of its original cost after tax, whereas the net 
receipts after tax would have fallen to 50 per cent. With higher tax 
rates, these disproportions increase. 

2. Replacement. When no tax is in effect, the decision to re- 
place an asset is similar to that when added investrhent is con- 
templated. A comparison is made between the cost of acquiring 
an asset with the present worth of the net receipts it is expected 
to bring in. 8 The remaining undepreciated cost of the asset to be 
discarded should not affect this comparison because the cost is 
sunk. 9 However, when the tax is imposed, the undepreciated 
cost of the old asset will affect the investment decision because 
it will affect tax liabilities. On the new asset, the entrepreneur may 
take a series of depreciation deductions. On the asset discarded, 
the undepreciated cost may be deducted in the year of replacement 
rather than depreciated over its remaining useful life. If the cost 
of the discarded asset has not been fully depreciated, a gain results 
from trading a series of future tax rebates for a present tax rebate 
of equal aggregate amount. 

The larger the remaining undepreciated cost of the asset to 
be discarded (the newer it is or the higher its original cost), the 
greater is the present worth of the tax rebate associated with it. 
If the remaining undepreciated cost is sufficiently high, the in- 
ducement to make a replacement can be as high or higher than 
it was before the tax was imposed. The present worth of the tax 
rebate from discarding the old asset plus the present worth of the 

8 If it or the asset replaced has any scrap value, this would enter into net 
receipts. 

9 This cost apparently is not disregarded, however, in many investment 
decisions. Discussions of replacement policies indicate the presence of some 
irrationality here. 
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tax rebates on the new asset can reduce the cost of this replace- 
ment in proportion to the tax. Such a favorable result cannot 
take place, however, if the asset to be replaced costs the same 
amount as the replacement, and depreciation rates are the same 
on both assets. 

In Table 4 are indicated the magnitudes involved in telescoping 
depreciation on the old asset into the year of replacement, assum- 
ing an interest rate of 4 per cent, identity between the cost of 
the old asset and its replacement, and the same depreciation rates 
for both assets. Column 2 indicates the present worth of the 
depreciation deductions on the new asset and is taken from Col- 
umn 4 of Table 3. Columns 3 to 6 show the additions to that 
amount which result from discarding the old asset, assuming that 
varying percentages of its original cost remain undepreciated. 
These columns are computed as the difference in present worth 
of deducting (e.g.) 40 per cent of the cost of the asset in the year 
of replacement, or depreciating it normally (e.g.) at 5 per cent a 
year for eight years if the asset had an original depreciable life 
of twenty years. 

TABLE 4 

Present Worth of Tax Deductions from Replacement 
as a Per Cent of Cost of New Asset 
at 4 Per Cent Interest 

PRESENT WORTH OF TAX DEDUC- 
ECONOMIC LIFE PRESENT WORTH OF TION ON OLD ASSET WHOSE RE- 
OF OLD AND NEW DEPRECIATION ON MAINING UNDEPRECIATED COST 
ASSET NEW ASSET AS A PER CENT OF COST OF NEW 

ASSET IS 




20% 

40% 

60% 

80% 

(0 

(*) 

( 3 ) 

( 4 ) 

( 5 ) 

(6) 

5 

89.0% 

0.0% 

0.7% 

2.2% 

4 - 3 % 

IO 

8l. I 

0.4 

2.2 

5-3 

9.6 

20 

68.0 

X.I 

4.8 

10.8 

18.7 

50 

43.0 

3.0 

“•3 

23.1 

37-3 
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As will be noted from the table, the present worth of the addi- 
tional tax rebate increases more than proportionately with in- 
creases in the undepreciated cost and length of life of the asset 
discarded. The effect of changes in the rate of interest is not 
indicated in the table, but it is clear that higher interest rates will 
increase this factor as they make present deductions more valu- 
able than future deductions. For example, Column 5, line 3, of 
Table 4 indicates that the present worth of the deduction from 
discarding a twenty-year asset, 40 per cent depreciated, is 1 1 per 
cent of the cost of the asset at a 4 per cent rate of interest. At an 
8 per cent rate, the percentage would increase to 1 8 per cent. 

Thus another element of scrambling is introduced in the pretax 
ranking of investments as to their profitability. Outlays for the 
replacement of assets with undepreciated costs move up the scale 
relative to expansion of depreciable assets (investment without 
replacement) and to outlays for replacement when the cost of the 
discarded asset has been fully depreciated. It is important to notice 
that a large part of the asset expenditures of existing concerns 
represents replacement of one kind or another. They would thus 
hold an advantage over the new or rapidly expanding firm, be- 
cause the profitability of a large part of their investment expendi- 
ture would be less affected by the tax. 

Taxation with Full Loss Offsets and One-Year Depreciation 

We now drop the requirement that the cost of the asset must 
be spread over its economic life in computing taxable income, 
and permit taxpayers to shorten the life use for tax purposes. As 
they telescope the depreciation deduction, the present worth of 
the tax rebates from the depreciation increases as the rebates are 
shifted closer to the present. In the limiting case, the asset could 
be written off in one year. In such an event, the tax rebate from 
depreciation would be proportional to the tax. Investment incen- 
tives would be restored to their pretax level, since the tax would 
proportionately reduce both the prospective net receipts from 
investment and its cost. By paying the entrepreneur the tax on 
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the asset’s cost, the Government would literally be a partner in 
the firm. It would make a capital contribution on new investment 
at the same rate at which it shared in the future net receipts of 
the enterprise. The contribution would be made at the same time 
the investment was undertaken. In contrast, the full-loss-offset 
system with economic-life depreciation would spread the Gov- 
ernment’s contribution out over the life of the investment, and 
would require the firm to carry a larger debt and interest cost 
until this contribution was finally received. 

From the point of view of the entrepreneur such a tax would 
imply a substitution of Government funds for private funds in 
proportion to the tax, with a corresponding shift in interest pay- 
ments from private lenders to the Government in the form of 
taxes. The tax would not increase investment incentives over 
what they would be if no tax were imposed. Any investment in 
excess of the amount that would be made if no tax were in effect 
would also prove to be unprofitable after these adjustments in 
the tax. It would still fail to earn an amount sufficient to pay for 
the cost of funds used to make the investment. The reduction in 
the relative amount the entrepreneur would have to invest would 
not change the investment’s relative profitability. 

The type of tax necessary to neutralize the effect of the tax on 
investment incentives is a graft of the Kalecki system of a credit 
for investment onto the Domar-Musgrave system of tax refunds 
whenever losses arise. Both types of adjustment are theoretically 
necessary, and they cannot be viewed as alternatives . 10 As we 
have seen, a system of full loss offsets will not restore investment 
incentives to their pretax level when a tax on business income 
alone is considered, because it will not change the timing of the 
tax payments. A credit for investment will also fail if there is in- 
sufficient taxable income in the current year to absorb the full 
amount of investment undertaken. 

10 Lemer tends to look on one-year depreciation as an alternative method of 
offsetting losses. He rightly points out its deficiencies in this respect, but fails to 
appreciate the fundamental difference in the effect of the two adjustments. Op . 
cit., pp. 98, 105. 
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II. BUSINESS TAXATION UNDER CONDITIONS OF 
UNCERTAINTY 

Let us change the assumptions so that the entrepreneur is no 
longer sure what actual series of net receipts will be forthcoming 
from the asset. Future changes in prices and costs, the level of 
output, technologic changes, and the like, can, in various com- 
binations, result in a wide variety of possible series of net receipts 
from the use of an asset. Some of the series of net receipts will 
have a present worth less than the cost of the asset. If one of these 
series turns out to be the one realized, the entrepreneur would 
make a loss on the outlay . 11 

The entrepreneur must somehow convert this variety of series 
into a present worth in order to know whether or not the asset 
is worth buying. The method he uses has been treated in a number 
of ways by different writers, some of which lead to different con- 
clusions regarding the effect of a tax on Investment incentives. 
Without in any way attempting a catalogue, the different im- 
plications of some of the alternative interpretations are indicated . 12 

Assume first that the business tax allows no loss offsets, and 
requires economic-life depreciation. The present worth of the 
net receipts, however it is determined, will be reduced propor- 
tionately by the tax, before taking account of depreciation, as 
under conditions of certainty. The issues focus on the determina- 
tion of the present worth of the tax rebates from depreciation. The 
question is whether or not their present worth falls below the tax 
times the cost of the asset because of the interest discount alone, 

11 The maximum loss would equal the cost of the asset. A greater loss would 
imply a negative amount of future net receipts (operating costs exceeding 
operating revenues). Since the original investment would not commit the 
entrepreneur to future outlays which failed to return their cost, he could aban- 
don the asset when this contingency arose and avoid it. 

12 Recent articles of interest, most of which also contain useful references, 
are the Domar-Musgrave article; G. L. S. Shackle, “Interest Rates and the Pace 
of Investment,” Economic Journal, March, 1946; M. Moonitz, “The Risk of 
Obsolescence and the Importance of the Rate of Interest,” Journal of Political 
Economy , August, 1943; and F. A. Lutz, “The Interest Rate and Investment in a 
Dynamic Economy,” American Economic Review , December, 1945. 
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as under conditions of certainty, or is further reduced because of 
uncertainty. 

1. The results would be the same as under conditions of cer- 
tainty, if the entrepreneur adjusts the various series of net re- 
ceipts before taxes to a representative series expected with cer- 
tainty over the same time period as the unadjusted series. This 
representative series of net receipts would be able to absorb each 
year’s depreciation charge. Because this deduction could be ex- 
pected with certainty, the tax rebates from depreciation would 
be discounted only by interest. 

2. If, however, the entrepreneur separately appraises the proba- 
bility of a full absorption of the depreciation against a wide diver- 
sity of net receipts from the asset itself, as well as income from 
other assets of the firm, the depreciation deduction may be 
reduced by a discount for uncertainty and for interest. If some 
of the possible series of net receipts fall short of the cost of the 
asset, and if sufficient future taxable income from all sources is 
not certain to be large enough to absorb the depreciation deduc- 
tion, the entrepreneur would determine the chances of an effec- 
tive depreciation deduction in each year and then discount the 
resulting adjusted tax rebate to the present. The further in the 
future the depreciation deduction, the less sure would he be of a 
tax rebate. The adjustment for uncertainty would be larger. 

3. An adjustment for uncertainty of an effective future de- 
preciation deduction would also be present if the conversion of 
the various series of net receipts into a representative series ex- 
pected with certainty were made by drastically shortening their 
expected duration. The entrepreneur may be quite certain that 
a given amount of net receipts will continue for a given period, 
but after that he may not be sure. The depreciation deduction 
would fall against this very brief period of net receipts from the 
asset in question, and then have to be absorbed by future taxable 
income from all other assets. Although the tax rebates from de- 
preciation may be certain during the arbitrary period, after that 
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time they depend on future income which may be uncertain. A 
discount for uncertainty would be applied to them. 

Thus, the tendencies found under conditions of certainty would 
be magnified under the latter two adjustments for uncertainty. 
The difference between the worth of present and future deduc- 
tions would increase. Lengthening of depreciation periods, or 
choosing longer-lived assets, would decrease the proportion of the 
asset likely to be effective in reducing taxes as well as increase 
interest costs. The tax would thus create a wider gap between 
long-lived and short-lived assets, between incentives to expand 
assets as against replacing them, and would fall most? heavily on 
firms with uncertain prospects of future income. 

Full loss offsets and one-year depreciation would cope with any 
of these effects. Full loss offsets would make sure that depreciation 
would result in a tax rebate, regardless of whether or not future 
income was present; it would eliminate any uncertainty regarding 
the tax rebate from depreciation . 13 One-year depreciation would 
then have the same effect as it has under conditions of certainty; 
it would eliminate the interest discount applicable to the tax 
rebates from depreciation and return investment incentives to 
their pretax level. 

It is not believed, however, that one needs to go as far as this 
to eliminate most of the effect of the tax. One-year depreciation 
and a reasonably long carry-forward of losses would probably 
come very close to achieving neutrality. Studies made of invest- 
ment decisions indicate the prevalence of adjusting for uncertainty 
by sharp reductions in the duration of the net receipts expected 
from the asset. The period is so short that entrepreneurs can be 
fairly certain of their guesses. If this is so, the total cost of the 
asset can be absorbed by prospective net receipts within this 
period. If the cost exceeded taxable income in the year of invest- 
ment, some postponement of the Government’s contribution 

18 H. W. Singer, in a letter to the Economist, May 13, 1944, p. 648, suggested 
removal of this uncertainty by reimbursing the taxpayer for depreciation in 
years of loss at the rate of tax. 
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would result. But the discount applied to the postponed tax re- 
duction would be relatively unimportant over the very short 
periods within which entrepreneurs expect net receipts to con- 
tinue. 

III. CONCLUDING REMARKS 

This analysis does not imply that one should necessarily advo- 
cate full loss offsets and a one-year write-off of outlays on de- 
preciable assets as desirable modifications in the corporation- 
income tax — the present system of ad rent business taxation in the 
United States — without a consideration of other factors. Some 
of the more important can be indicated briefly below. 

1. The business-income tax we have discussed did not permit 
the deduction of interest payments; the present corporation in- 
come tax does. If interest is deductible, it would not be legitimate 
to assume that the rate of discount used by the entrepreneur is 
unaffected by the tax, as we have done in our analysis. If interest 
payments are permitted to reduce taxable income, the net interest 
costs of the entrepreneur are proportionately reduced. The Gov- 
ernment shares in these costs by foregoing taxes. Thus, while 
yields would be reduced by the tax, interest costs would be 
equivalently reduced. Investment incentives would remain unaf- 
fected. One-year depreciation for debt-financed investment would 
not be necessary for incentive reasons. If applied to debt-financed 
assets, it would raise investment incentives above their pretax level. 

2. Full loss offsets carry with them substantial costs, both rev- 
enue and economic. They may place more resources at the dis- 
posal of inefficient firms than if no tax were imposed. The exist- 
ing definition of taxable income is not sufficiently precise to weed 
out losses sustained by those attempting to maximize profits from 
losses sustained by those in “business” as a hobby or those who 
charge consumption expenses to the firm’s account. Salary pay- 
ments to business owners would offer a convenient way of draw- 
ing funds from the Government. 

3. Shifting from the present method of computing deprecia- 
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tion to a system permitting a one-year write-off would result in 
no revenue loss, if expenditures on depreciable assets were equal 
to what is now termed normal depreciation, and if the cost of 
existing assets remaining to be depreciated could be eliminated 
aS a tax deduction. Even in this latter event, revenue losses would 
arise if more were spent on depreciable assets than normal de- 
preciation. Normal depreciation is a moving average of capital 
outlays for a long period of time, moving more slowly, both up 
and down, than the annual outlays themselves. 

However, it seems idle to discuss a depreciation policy which 
implies the elimination of the cost of existing assets 1 remaining 
to be depreciated. If these assets are depreciated normally and 
future outlays written off in one year, the loss in the corporate 
tax base is huge. Contrary to popular belief, this substantial loss 
in tax base would never be recaptured so long as outlays on de- 
preciable assets average no less than normal depreciation. Writing 
off the additions to depreciable assets would keep the depreciation 
deduction up to what it would have been if normal depreciation 
were taken on total assets. On top of this is added the write-off of 
existing facilities at a normal rate. In the first year this amount 
might be as great as asset expenditures; gradually it would dimin- 
ish to zero when all existing assets had been discarded. At this 
point total depreciation would have returned approximately to 
what it would have been under normal depreciation because out- 
lays on new assets, equal to normal depreciation, would continue 
to be written off. A permanent bulge in total depreciation charges 
thus arises. 

Revenue losses are unimportant in themselves, but they do indi- 
cate the price tag connected with returning investment incentives 
to their pretax level. This form of revenue cut must be weighed, 
in its stimulus of private expenditures, against other varieties of 
tax reduction. In magnitude it is by no means inconsiderable. 

This drawback can be substantially eliminated by a system 
which permits the firm to deduct either (i) current outlays (or 
an average of outlays for a short period) on depreciable assets or 
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(2) normal depreciation on total assets. The additional deprecia- 
tion deduction is then limited to firms which are spending more 
than normal depreciation on their fixed assets — new and growing 
firms. Under such a system the tax burden can be shifted from 
the dynamic to the static elements in the business community. ' 
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V 

Alternative Expansionist 
Fiscal Policies: 

A Diagrammatic Analysis 

•5S- BY 

ROBERT L. BISHOP 


There has been growing recognition in the last few years that 
“deficit spending,” i.e., raising expenditures without raising taxes, 
is by no means the only expansionist fiscal policy. A depressed 
national income may also be raised to a more satisfactory level by 
a balanced increase of both government expenditures and taxes; 
or it may be raised by simply reducing taxes and so inducing an 
expansion of private consumption. The one is a policy of “spend- 
ing without deficit,” while the other is a policy of “deficit with- 
out spending.” Indeed, these are conveniently considered as the 
poles of fiscal policy; and if alternative fiscal policies are gen- 
eralized in these terms, the traditional program of deficit spending 
will simply fall into place as one possible combination of these two 
policies. 

In setting forth a diagrammatic analysis — and generalization — 
of these three standard types of expansionist fiscal policy, I shall 
emphasize the stable-equilibrium aspects of the determination of 
national income, before and after the alternative policies take 
effect. I shall also indicate the comparative magnitudes which 
these various policies involve — under certain simple and popular 
assumptions. 

Some of these simplifying assumptions are quite “neutral” and 
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plausible; but others are only very dubiously realistic and are 
chosen frankly for their simplicity and convenience. As a result, 
the relevance of the following analysis for the real world is sub- 
ject to a good deal of qualification; but I hope that even an over- 
simplified model may be useful if it depicts, to a first approxima- 
tion of reality, certain fundamental relationships with emphasis 
and clarity. Because of spatial limitations, I must leave the needed 
qualifications of the naked, mechanical argument to the reader; 
but I hope to present a more fully rounded discussion of the 
present subject at another time. 

While I -shall discuss here only expansionist fiscal policy, on 
the hypothesis that national income would otherwise be at de- 
pression levels, I hope it will be amply clear that my analysis can 
be applied readily to those opposite circumstances which call for 
restrictionist measures. Depression and inflation are essentially op- 
posites, the one a consequence of too little effective demand, and 
the other a consequence of too much. Similarly, anti-inflationary 
fiscal policies are simply the reverse of those designed to combat 
depression. I shall be able to comment more specifically on these 
points at the end of Section I. 

X. THE STARTING POINT: UNDEREMPLOYMENT 
EQUILIBRIUM 

Figure VII depicts an original equilibrium of national income at 
a depressed level, OU. The nature of this equilibrium may be ex- 
plained in terms of an aggregate supply of national income (or 
output) and an aggregate effective demand for national income. 
I shall first indicate briefly the nature of these two determinants 
of equilibrium income, and then set forth the assumptions on 
which they are diagrammed in Figure VII. 

Aggregate Supply and Demand 

National income is in equilibrium when aggregate spending on 
the national output is just sufficient to justify the continued 
production of that output. I define the effective demand for na- 
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tional income as a schedule of what the community as a whole is 
willing to spend on the national output at its various levels. The 
supply of national income, on the other hand, is the schedule of 
what producers must receive in the aggregate, at each level of na- 


y Cq + 1 4*G 



tional income, in order to justify the maintenance of their current 
output. Equilibrium thus implies an equality of the demand for 
national income and the supply of national income. 

National income is denoted as Y; and I define it as the money 
value of net national product at market prices. In all the diagrams, 
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it is measured on the horizontal axis, while the supply and demand 
schedules are plotted against the vertical. 

National income “supplied” is identically equal to national in- 
come itself; so it is plotted as the 45 0 line OS. This implies that the 
producers’ receipts necessary to justify any particular level of na- 
tional income are equal in magnitude to the equilibrium value of 
the income produced. This latter concept, in turn, is based on the 
assumption that each level of national income implies its own 
“normal” magnitude of aggregate profits (or losses). The equi- 
librium receipts of producers are thus equal to their costs plus their 
normal profits, so defined. 1 

The demand for national income is here considered to be made 
up of three components: spending on private consumption (C); 
private spending on net real investment (/) ; and resource-using 
expenditure by the government (G) — which is to say, govern- 
ment expenditure on goods and services, as distinguished from 
transfer payments. Like national income itself, all of these com- 
ponents have the dimension of money value per unit of time; and 
each is to be considered, further, as an aggregated propensity to 
spend — as a schedule of what the community is 'willing to spend 
on net national product at its various possible levels. Each pro- 
pensity to spend is, in general, some function of national income: 
C(Y), 1 (F), and G(F). As additively plotted in Figure VII, 
however, these demand components reflect certain additional, 
specific assumptions. 

I treat the component G not as a variable function of national 
income — as it may be more generally — but as a fixed amount, 
shiftable only in accordance with explicit political decision. Thus 
it is plotted in Figure VII as a horizontal line. 

Private investment (I) is also assumed to be the same at different 
levels of income. Clearly, the investment component of national 

x My exposition also implies that all output is produced explicitly for sale. 
Actually, of course, some output is produced for the producer’s own use, in 
which case he is supplier and demander in one; but since it would be awkward 
always to have to take account of this relatively unimportant phenomenon, I 
shall continue to speak as though all demand takes the form of actual spending. 
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income is a very difficult one to handle satisfactorily in static- 
equilibrium analysis. Some theorists prefer to postulate it as an in- 
creasing function of income, or of private consumption; but the 
magnitude of investment is probably even more significantly de- 
pendent on the rate of change of national income, and the invest- 
ment schedule is further subject to autonomous shifts of consider- 
able importance. If only because of the difficulty of distinguish- 
ing these various forces determining investment, the simplest — 
and most frank — way of handling that component seems to be to 
treat it initially as a constant. Then, all actual changes of invest- 
ment may be interpreted formally as shifts of a horizontal sched- 
ule. Abstracting from these difficulties, I shall plot the investment 
schedule as a horizontal, linear addition to Schedule G. 

In the present analysis, it is necessary to work with consumption 
(C) as a function of national income; and I further assume, for 
simplicity, that this relationship is a linear one. The community’s 
aggregate propensity to spend is thus diagrammed as C + 1 -f- G. 
This schedule, together with the 45 0 line OS, is sufficient to de- 
termine equilibrium national income; but I also include in Figure 
VII two other schedules which will figure significantly in my sub- 
sequent analysis of alternative fiscal policies. 

The one labeled W represents taxes minus governmental trans- 
fer payments — the government’s net “withdrawals” of purchasing 
power from private hands. National income less these govern- 
mental withdrawals (F — W) equals private disposable income 
plus net corporate savings. 

With given tax rates and given transfer commitments, these net 
withdrawals (W) constitute an increasing function of national 
income. If plotted realistically, schedule W would be negative at 
very low levels of income, where transfer payments would exceed 
taxes; and it would almost certainly be concave, in reflection of 
the progressiveness of the personal income tax. Again for exposi- 
tional convenience, however, W is assumed to be a linear schedule 
through the origin. Naturally, schedule W does not figure in the 
determination of equilibrium national income, except to the ex- 
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tent that it affects the spending schedules — notably the propensity 
to consume. W is interesting for its own sake, however, in that a 
comparison of W and G will reveal the condition of the govern- 
ment’s budget at various levels of national income. 2 Quite arbitrar- 
ily, 1 have assumed the equality of W and G at the initial equi- 
librium income OU — implying a balanced budget at that income. 3 

Clearly, if the government changes its tax rates and transfer 
commitments so that there is a shift of schedule W, this will almost 
certainly bring about a shift in the consumption component of 
schedule C + / + G, because of the changed magnitude of in- 
come left irf private hands at each level of national income. 4 So that 
this effect on consumption may be quite definite, I shall make the 
neutral assumption throughout my paper that the shifts of sched- 
ule W which occur do not affect appreciably the distribution of 
“income after taxes and transfer payments” at its various levels. 
More specifically, I assume that consumption as a function of na- 
tional income will shift with changes of tax-and-transfer policy, 
but that consumption as a function of income-after-taxes-and- 
transfers ( Y — W) will remain unchanged. 

It is useful to be able to compare visually these two consump- 
tion functions. For this purpose, I have included in Figure VII a 

2 The concept of the government’s budget used throughout this discussion is 
the one that is most significant for purposes of income analysis; but it differs 
from our own government’s kind of budget in several respects. I include on the 
expenditure side only spending on goods and services (G) and transfer pay- 
ments of the kind which add to the recipient’s disposable income. The items 
which the U.S. Government also includes, but which I exclude, are (a) appro- 
priations which are not expenditures — such as those to the Social Security re- 
serve — and (b) expenditures which do not add to the recipient’s income — as, for 
example, in governmental purchases of land or pre-existing capital goods. 
Similarly, I exclude from the receipts side of the ledger the government’s pro- 
ceeds from the sale of existing capital assets. 

3 That is to say, the budget is balanced if taxes ( T ) equal government expendi- 
ture on goods and services (G) plus the government’s transfer payments (P). 
Since W = T — P } the equation W = G is the equivalent of T = G + P. 

4 A change of tax rates may also cause a shift of the investment schedule, of 
course; but since there seems to be no simple way of analyzing this type of 
effect quantitatively, I shall continue to neglect the whole question of changes 
in the level of investment. This is but one of the more important points on 
which my simplified analysis requires qualification. 
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second aggregate propensity to spend, Co •+- I + G. This is the 
schedule which would prevail if taxes minus transfer payments 
( W) were zero at every level of national income. More generally, 
the component Co also shows consumption as a function of 
ificome-after-taxes-and-transfers, with the horizontal axis of Fig- 
ure VII considered as Y — W . 5 

The specific, algebraic relationship between the two consump- 
tion functions Co and C is important in the consideration of al- 
ternative fiscal policies. The one which I treat as basic and un- 
changing shows consumption as a function (Co) of income-after- 
taxes-and-transfers: 

(1) C = C 0 (F —W). 

With given tax rates and transfer commitments, 

(2) W=W(Y). 

Then, by inserting W(Y) in equation ( 1 ) , we find consumption as 
a function (C) of national income itself: 

( 3 ) c = c 0 [r — w (F) ] 

C = C(F). 

This result may be described rather simply in words. Since con- 
sumption has been assumed to depend directly upon income (F) 
and another variable (IT), which in turn depends upon Y, it fol- 
lows that consumption is uniquely related to F. This relationship 
is shown in Equation 3. 

In the light of my specific assumptions of linearity, these three 
equations become, respectively: 

(4) C — a 0 + b 0 (Y — W ) 

s The geometrical relationship between C, Co, and W is not complex. The 
ordinate of schedule C at any particular level of Y is the same as the ordinate of 
schedule Co at the corresponding level of Y — TV. In Figure VII, for example, the 
ordinate of schedule W at some particular level of F, say OF, is equal to the 
horizontal distance from point B (on schedule C -f Z + G) to schedule 

C.+J + G. 
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W = a + /3Y 
C = ao + bo(Y-a-/3Y) 

(6) C = {do — boa) -f- b 0 ( i — ft) Y. 

Here, of course, a, p, a 0 , and bo are simply the parameters of lineal- 
equations. In particular, bo is the marginal propensity to consume 
out of income-after-taxes-and-transfers, or the slope of schedule 
Co + / + G. Similarly, p is the slope of schedule W. 

Denoting (a 0 — boa) as a, and b 0 {i — P) as b, we now have 
consumption as the linear function of national income which is 
diagrammecf as a part of schedule C -j- 1 4- G: 

( 7 ) C = a + bY. 

The community’s marginal propensity to consume, with respect 
to national income, is thus the constant b; and, if o < b 0 < i and 
o < P < i, then o < b < bo. This constant b is also the slope of 
schedule C + I G. 

Incidentally, the schedules of Figure VII have been drawn on 
the basis of specific, consistent numerical assumptions. In the fol- 
lowing summary, integers refer to billions of dollars: G = zo; 
/ = io; Co = to + §Y; W = \Y; and C = io + §Y. The latter 
three equations imply that a ~ o, a 0 = a = io, p — -J, b 0 — ■§, 
and b = b 0 (i — P) — f. These magnitudes are chosen, of course, 
primarily for their arithmetical convenience; but they may not be 
too wide of the mark for the American economy of some few 
years hence— in terms of the price level of, say, 1945. 

Equilibrium Income 

All the elements of Figure VII have now been explained. The 
supply of national income has been identified as the 45 0 line OS; 
and the aggregate demand for income has been similarly pictured 
by the summary schedule C -j- / + G. Equilibrium income is de- 
termined, then, where “demand equals supply” — where the 
total amount that the community is willing to spend on net 
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national product is just sufficient to sustain that net product. 6 

Further, this equilibrium is a stable one because schedule 
C + 1 G has a slope of less than unity. At income levels below 
OU, the demand for income would exceed its supply; so income 
would rise toward equilibrium. And conversely, at higher incomes 
than OU, demand would be less than supply, thus causing income 
to decline toward equilibrium. 

When income is out of equilibrium, a variety of patterns of 
readjustment are possible. The simplest presupposes that prices 
are not affected, but that producers are simply left with bigger or 
smaller inventories than they had anticipated. At iricome levels 
below OU, where the schedule of aggregate spending lies above 
OS, demand exceeds current output. Hence inventories would be 
unexpectedly reduced; and producers would respond by increas- 
ing production toward equilibrium. Naturally, the converse ap- 
plies if income should exceed OU. 

In equilibrium and out, it may be noticed, realized consump- 
tion, investment, and government spending add up, by definition, 
to national income. In the disequilibrium sequences just indicated, 
this identity is maintained because the unexpected inventory 
change which occurs in a disequilibrium situation represents un- 
intended investment or disinvestment. But since actual investment 
differs from planned investment, national income is propelled in 
the direction of equilibrium. Thus, although national income is 
identically equal to the sum of the realized magnitudes of its com- 
ponents even in disequilibrium, only in equilibrium is national in- 
come equal to the aggregated propensities to spend. This distinc- 

6 This equilibrium condition may be stated in a single equation: 

Y-C(Y)+ 1 (Y)+G(Y) 

The left-hand side of this equation denotes supply, identically equal to national 
income itself, while the right-hand side is the expression for effective demand. 

It is difficult to say who is the “inventor” of the type of diagram that is used 
here for the depiction of equilibrium income. The earliest published one of 
which I am aware appears in an article by Paul A. Samuelson, “A Synthesis of 
the Principle of Acceleration and the Multiplier,” Journal of Political Economy , 
VoL XL VII, No. 6 (December, 1939), pp. 786-97. Cf. also Alvin H. Hansen, 
Fiscal Policy and Business Cycles (New York, 1941), p. 229. 
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tion should cause no trouble, for it is closely analogous to the one 
encountered in traditional supply-and-demand analysis. Demand 
and supply are equal only in equilibrium; the amount bought and 
the amount sold are identical by definition. 

Finally, by hypothesis, the equilibrium income OU implies an 
appreciable amount of unemployment; and this income is to be 
compared with the “full-employment” level of income OF. 1 

Consistent with the numerical parameters given at the end of 
the last section, OU = one hundred twenty billion dollars and 
OF — one hundred fifty billion dollars. 

Just as this underemployment equilibrium is the consequence 
of too little effective demand, so is inflationary pressure the conse- 
quence of too great a propensity to spend. It is easy to see how 
this would be pictured in a diagram such as Figure VII. Schedule 
C + / + G would then lie above OS at the full-employment in- 
come OF; there would be an “inflationary gap” to the extent that 
demand exceeds supply at that income level. Then, if the real in- 
come signified by OF cannot be exceeded, either prices would 
have to rise or the excess demand would have to be rationed. Anti- 
inflationary fiscal policy, naturally, would be concerned with 
shifting the aggregate spending schedule downward to a point of 
intersection with OS at the income level OF. Obviously, my en- 
suing discussion of expansionist fiscal policy will apply in reverse 
when such restrictionist measures are called for. 

II. THREE EXPANSIONIST FISCAL POLICIES 

If national income is in equilibrium at some such depressed level 
as OU in Figure VII, it will rise only by virtue of an upward 
shift of the aggregate schedule of effective demand, C + / + G. 
Formally, this result may be brought about by an increase in any 

7 It is a commonplace that ‘‘full employment” is an ambiguous concept, if only 
because it does not mean zero unemployment. Naturally, one cannot stop to 
debate here how much unemployment it does mean, or how great an income can 
be attained without also inviting what would be considered to be too strong an 
upward pressure on prices. Subject to the recognition of these uncertainties, OF 
is visualized as the highest attainable income consistent with the community’s 
desire for leisure— -and compatible also with “reasonably” stable prices. 
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one or more of the three demand components — provided that this 
favorable tendency is not fully offset by some downward schedule 
shift. These shifts, favorable and unfavorable, may occur spon- 
taneously or as the result of positive governmental action. The 
present discussion is concerned with the possible results of only a 
limited variety of governmental policies, having to do with the 
magnitude of the government’s expenditure on goods and services 
(G) and the magnitude of the net governmental withdrawals of 
purchasing power from the private sphere of the economy (IT). 

Three types of anti-depression fiscal policy will be consid- 
ered: 8 * 

( 1 ) An increase of government spending on goods and serv- 
ices, with no change of policy as to tax rates or transfer pay- 
ments; 9 

(2) An increase of government spending, with tax rates in- 
creased so that the budget is balanced at the new equilibrium level 
of national income; 

(3) A reduction of taxes, with government spending un- 
changed. 

A separate diagram will be used for the analysis of each of these 
three fiscal policies. In each case, national income is assumed to be 
in equilibrium, originally, at the depressed level OU, from which 
it is to be raised to the level OF, signifying “full employment.” 


8 These correspond to Beveridge's “three routes” to full employment, and in 
the same numerical order as in his book. Cf. Full Employment in a Free Society 
(New York, 1945), pp. 142 fL; also pp. 344-401, Nicholas Kaldor’s Appendix C, 
“The Quantitative Aspects of the Full Employment Problem in Britain.” 

9 Throughout the balance of my paper, the phrase “government spending” 
will refer only to outlays of this kind, on goods and services. The symbol G 
signifies this type of government expenditure. 

Similarly, the word “taxes” will be used in the sense of “taxes minus transfer 
payments”; and this magnitude will still be identified, accordingly, by the sym- 
bol W, An “increase of taxes” — or an upward shift of the schedule W — may 
thus reflect a downward shift of the schedule of governmental transfer payments 
as well as an increase in the complex of tax rates. In a very real sense, transfer 
payments are simply “negative taxes”; and this usage implies that net “taxes” 
(W) may, on balance, be negative. Also, what I have hitherto called “income* 
after-taxes-and-transfers” (Y — W), I shall hereafter designate by the shorter 
phrase, “income-after-taxes.” 
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In Figures VIII, IX, and X, the component demand schedules — 
C, I, and G — are precisely the same as in Figure VII. Hence the 
original aggregate schedule of effective demand, in every diagram, 
is also the same as C + / -f- G in Figure VII, even though the 
order in which the separate components are added varies. Simi- 
larly, OU and OF imply the same magnitudes, respectively, in all 
four diagrams. Finally, the original schedule of taxes minus trans- 
fer payments (W) is also the same in all the diagrams, although 
in each instance it appears as an addition to some artificial base. 
This is always the same base to which government expenditures 
(G) happen'' also to be added. Consequently, G and W may be 
readily compared, to reveal the condition of the government’s 
budget . 10 Of course, in the original equilibrium of national income 
at OU, the budget is balanced — in Figures VIII, IX, and X as 
well as in Figure VII . 11 

10 In Figure X, the slope of the schedule W + / is the same as the slope (£) of 
plain schedule W in Figure VII. In Figures VIII and IX, however, the slope of 
schedule W -)- C / is equal to b + P, the slope of the consumption function 
plus the slope of schedule W. 

Since j8 is assumed to be greater than zero, the slope of schedule W + C + / is 
greater than that of schedule C -f /. On the other hand, its slope is less than that 
of the line OS, or unity, if the marginal propensity to consume out of income 
after taxes ( b Q ) is not as great as unity: 
b 0 < i 

b 0 ( i-jB-Xi-jS 
bo{i — P) + £ < i 

b 4- j8 < i because b = b 0 ( i — £) . 

11 1 was stimulated to write this paper as the result of a brief note on the same 
subject by Professor Hansen, where a quite similar diagrammatic analysis is em- 
ployed. See Alvin H. Hansen, “Three Methods of Expansion Through Fiscal 
Policy,” A?nerican Economic Review, Vol. XXXV, No. 3 (June, 1945), pp. 
382-87. 

My presentation differs from his in several respects. The stable-equilibrium 
aspects of the determination of national income, before and after the changes in 
fiscal policy, were not made explicit in Hansen’s treatment. National income 
was portrayed there as the sum of “(1) private consumption expenditures; 
(2) tax-financed public expenditures; and (3) net savings of corporations 
and individuals ” These components add up identically to national income. 
Hence they are not sufficient to reveal the equilibrium level of income, which 
depends on the effective “offsets” to item 3. These offsets — private invest- 
ment and deficit-financed government expenditure — Hansen handled in a merely 
implicit way. In addition, while Hansen explained the direction in which his 
diagrammatic schedules were shifted by changed fiscal policy, he could not 
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“DEFICIT SPENDING” GOVERNMENT EXPENDITURES INCREASED, TAX 

RATES UNCHANGED 


Increase of Government Expenditures with Tax Rates Unchanged 

This first case is shown in Figure VIII. National income is in- 
creased from OU to OF by an increase of government spending 
from the amount G to G x . It is assumed that the consumption and 

include in his very brief discussion any analysis of the magnitude of those 
schedule shifts. 

See also the algebraic analysis, with arithmetic illustrations, by Richard A. 
Musgrave, “Alternative Budget Policies for Full Employment,” American Eco- 
nomic Review , Vol. XXXV, No. 3, (June, 1945), pp. 387-400, where qualitative 
differences between various types of taxes and expenditures are allowed for. 
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investment schedules are unaffected by this increase, so the new 
equilibrium income is determined by the intersection of the sched- 
ule Gi + C + / with the line OS. 

The increase in government spending may be identified as BA; 
and this is proportionally related to the increase in national in- 
come, UF, by the multiplier: 12 

(8) UF = — l —— BA 

i — b 

The increase of government spending BA is less than the total 
increase of income which it induces, because consumption also in- 
creases — by the amount FIB. This magnitude is related to UF 
by the marginal propensity to consume: 13 

( 9 ) HB = b * UF 

Since tax rates are not changed, the schedule of tax collections 
(W + C + /) is relevant for the new equilibrium income. As a 
result of the increase of national income from OU to OF, taxes 
also increase — from ]E( — HB) to HD. 14 This leaves a govern- 
ment deficit of DA. The size of this deficit depends on the slope of 
schedule W -f- C + /, which is equal to the sum of b and /?: 15 

12 This relationship is derived rather simply. Since b , the marginal propensity 
to consume with respect to national income, is the slope of schedule G + C + /, 

HB-b‘ EH 

Then, 

JJF — EH ■= HA = HB -f BA 
UF - BA = HB = b • EH = b *J 7 F 
UF-b UF = BA=(i~b) UF 

UF = — — r M 

i — b 

In Figure VIII, where UF = 30 billions and b = BA = 10 billions. 

13 As indicated in the immediately preceding footnote. 

14 Notice that it is only as a coincidence that HB should indicate both the 
original magnitude of government spending and the increment of consumption 
induced by the appropriate increase of government spending. The coincidence 
is that schedule C -f- / happens to intersect FA at an ordinate equal to UE. 

is DA = BA- BD__ 

BA= (1 — b) UF 

DA=z (1 -~b) UF~P‘UF 
nAz=(i-b-p)UF. 
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(10) Dl = (i-b-p)UF 

Alternatively, because b = b 0 { i — ft), the government’s deficit 
may be expressed as a function of P and b 0 , the marginal pro- 
pensity to consume out of income-after-taxes: 

(n) DA = (i -bo) (i -p)UF 

Notice that the deficit DA must be positive, because bo and ft 
are each assumed to be less than one — as it is certainly plausible to 
assume. This also means, of course, that the slope of schedule 
W -f- C + 1 must be less than that of the 45 ° line OS.^Under these 
conditions, accordingly, it is not possible for extra government 
expenditure to “pay for itself” in the sense of inducing an equal 
increase of taxes, with given tax rates. 18 

Balanced Increase of Government Expenditures and Taxes 

This second case is shown in Figure IX. National income is 
again raised from OU to OF, but now by a combination of in- 
creased government spending with increased taxes, so that the 
government’s budget will be balanced at the higher income level. 17 
This case is more complicated than the first because there will now 

Solving this equation in terms of our numerical parameters, we find DA = five 
billions. This deficit must be less than the increase in Government expenditure 
BA, because P — the government’s “marginal propensity to collect taxes” — -is 
greater than zero. 

16 On the other hand, the stability of equilibrium does not require that be have 
a value less than one, but only that b, equal to b 0 { i~P), be less than one. 
Hence it is conceivable for b 0 to equal or exceed unity, with income in stable 
equilibrium only because P is sufficiently large. If b 0 should be greater than one, 
an increase of government expenditure would actually create a surplus! 

17 The major references on the analysis of this policy are: Hansen and Per~ 
loff, State and Local Finance in the National Economy, (New York, 1944), pp. 
244-246; Henry C. Wallich, “Income-Generating Effects of a Balanced Budget,” 
Quarterly Journal of Economics, Vol. LIX, No. 1 (November, 1944), pp. 78-91; 
and Trygve Haavelmo, “Multiplier Effects of a Balanced Budget,” Eco - 
nometrica, Vol. XIII, No. 4 (October, 1945), pp. 311-318. See also Haavelmo’s 
citation of still other references, and the subsequent discussion by Haberler, 
Goodwin, Hagen, and Haavelmo, in Econometrica, Vol. XIV, No. 2 (April, 
1946) . See also R. A. Musgrave, op . cit., p. 400, and Board of Governors of the 
Federal Reserve System, Financing Full Employment, p. 12, where the view is 
taken that this third approach is of no practical significance. 
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Figure IX 

'‘SPENDING WITHOUT DEFICIT” GOVERNMENT EXPENDITURES AND TAXES 

BOTH INCREASED TO MAINTAIN A BALANCED BUDGET 

occur not only an increase of government spending, but also a 
downward shift of the consumption schedule, induced by the in- 
crease of tax rates. 

The new tax function W 2 and the new consumption function C 2 
are clearly related to each other, since they are both affected by 
the same new tax rates. As before, I assume that the change of tax 
rates leaves relative incomes unchanged, so that consumption as a 
function of income-after-taxes is also unchanged. This assump- 
tion, together with the restriction that investment (/) is both in- 
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dependent of national income and unaffected by the change in tax 
rates, leads to a peculiarly precise conclusion with respect to the 
effect on consumption of an equal increase of government spend- 
ing and taxes. The amount consumed, under these conditions, 
is the same in the new equilibrium as in the old: in Figure IX, con- 
sumption Cm at income OF is equal to consumption C at income 
027. This also means that the tax-financed increase in govern- 
ment spending ( Ge — G) is exactly equal to the increase in in- 
come UF which it induces. 

The final constancy of consumption under the conditions just 
specified may be demonstrated; and since the theorem does not 
depend on the linearity of the schedules as diagrammed, the 
demonstration may be a general one. Notice that, in equilibrium, 

F = C + G+7. 

Now, by virtue of the equation C = Co(F — IT ), 18 and in the 
light of the condition that the government’s budget is balanced 
(G = W), 

Y = Co(Y - W) + W -f 1, 

01 (F - W) = Co(F - W) 4- /. 

This is an equation in but the single compound variable, income- 
after-taxes (F — W) . Because we can then solve this equation for 
F — W, we know that the equilibrium magnitude of income- 
after-taxes is independent of the level of equilibrium national 
income (F) . Any change in tax-financed government expenditure 
(G = W) is matched precisely by the resulting change in Y; 
so income-after-taxes — and hence consumption — are unaffected 
by such changes. 

In Figure IX these results are shown. The schedule C 4- 7 shifts 
downward to Css T 1. Government spending increases from 
G( — JE = HB ) to Gs( = LA), the net increase of this com- 
ponent being LH plus BA( — UF). The total spending schedule 
is now G* 4* C* 4- 1; and since this intersects OS at point A, the 

18 Cf. p. 323. 
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new equilibrium national income is indeed OF. The new tax 
schedule is constructed on the same base as Gs, and is accordingly 
labelled W s + G? + F 19 Since schedule W% + Ca + / intersects 



“DEFICIT WITHOUT SPENDING” — TAX RATES REDUCED, GOVERNMENT 
SPENDING UNCHANGED 

19 As to the slope of this schedule, it may be said that if the new tax function 
W s has the same slope (£) as the old (cf. Equation 5 ), the consumption schedule 
Ci + 7 will have the same slope as schedule C + 7 (cf. Equation 6). Hence 
Ws 4* Cz 4- 7 will also be parallel to W 4“ C H- 7. If, on the other hand, the slope 
of W s is greater than ft the slope of schedule C 3 4~ 7 will be less than b 0 (1 — P), 
which is the slope of C 4* L But since any absolute decrease in b 0 (i — Z 3 ) is less 
than the absolute increase in P— because b 0 has a value less than one — the slope 
of W z 4- Cs 4” 7 will then be greater than the slope of W 4* C 4~ 7. It is so drawn, 
with ft = % as compared with £ = %. Then the slope of the new consumption 
schedule C* is and the slope of W» + Cs + 7 is 
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schedule G* -f- C« + 7 at point A, the government’s budget is seen 
to be in balance at the new equilibrium income. 

Reduction of Tax Rates voith Government Spending Unchanged 

' This third case is shown in Figure X. National income is now 
to be raised to the level of OF solely by inducing an increase of 
private consumption through tax reduction. Here, it should be no- 
ticed, the tax schedules, old and new, are both measured from the 
investment schedule (7) as a base. As tax rates are reduced, the orig- 
inal schedule of total taxes, W + I, is replaced by some such lower 
schedule as W s + I. If this tax reduction is of the appropriate mag- 
nitude, it will cause aggregate effective demand to shift upward to 
the new position Cs -j- G + 7, intersecting OS at point A. As 
another consequence of the tax reduction, the government will 
now run a deficit, since public expenditures are assumed to remain 
at their original level. 

Again it is assumed that the reduction of tax rates is of such a 
kind that the community’s aggregate propensity to consume is an 
unchanged function of income-after-taxes. As before, this estab- 
lishes a precise relationship between the shifts of the tax and con- 
sumption schedules. 

Specifically, for every dollar by which taxes are reduced at any 
given level of income, consumption will be increased by a fraction 
of a dollar equal to the marginal propensity to consume out of 
income-after-taxes, bo. Thus, where BA is the needed increase of 
consumption at income OF, and where MK is the appropriate tax 
reduction at that same income level, 

( 12 ) BA — bo-MK. 

Alternatively, this relationship may be stated in terms of the 
slopes of the original consumption and tax schedules of Figure X, 
since b = b 0 ( 1 — P ) : 

(,3) 

Any new tax schedule passing through point M will suffice to 
raise consumption by the needed amount; but if the new tax 
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schedule, like the old, is linear from the origin, the new sched- 
ule of aggregate spending will also be linear, as drawn in Fig- 
ure X. 20 

When national income has reached its new equilibrium at OF, 
total taxes ( Ws ) are PM, while government spending (G) is 
still at its original level PN. This means that there is a deficit equal 
to MN. The size of this deficit is related to the induced increment 
of national income UF and the slopes b and thus: 21 


(14) MN= ' | t VF 

9 

20 The point M may also be found geometrically. Extend the schedules 
C + G + / and W + / to the right, into the range of incomes in excess of OF. 
Construct a horizontal line from point A intersecting schedule C + G + 1 at 
some point Q. From this point drop a vertical line, intersecting schedule W + 1 
at point T and intersecting the income-axis at point R . The (physically unat- 
tainable) income OR is the one where consumption, with the original tax rates 
in force, would be equal to the consumption NA needed to justify the full- 
employment income OF. 

We wish to duplicate at income OF, by virtue of lower tax rates, the same 
income-after-taxes that would prevail at income OR with the original tax rates. 
Accordingly, we measure downward from point T the distance VT equal to 
FR , the amount by which income OR exceeds income OF. From V we draw a 
horizontal line intersecting FA at point M. 

Then, with total tax collections PM at income OF, income-after-taxes at this 
level of income will be the same as income-after-taxes at income OR with the 
original tax rates. Hence consumption will be equal in the two situations — and 
sufficient to justify OF as an equilibrium income. Incidentally, if consumption 
should be a non-linear function of income-after-taxes, this construction — unlike 
the simpler method in the text — would still serve to reveal the appropriate tax 
reduction. 

21 This result may be demonstrated: 

MN = MK-NK 

MR = — -g^-WA (from Equation 13) 


,- t - g + w m 


m=P*VF~ UF 


(from Equation 8) 
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Or, since b — b 0 ( i — 8 ), the deficit may be related to the induced 
increase of income simply in terms of the marginal propensity to 
consume out of income-after-taxes: 


,( 15 ) mr=i-=A uf 

Uo 

Notice that the government deficit may be either greater or less 
than the extra income — and consumption — which it generates. To 
the extent that b» is greater than one-half, the deficit MN is less 
than the increment of income UF. On the other hand, since bo is 
less than unity, the deficit must be positive. 22 


III. A SUMMARY AND GENERALIZATION OF THE 
THREE FISCAL POLICIES 

The various relevant magnitudes implied by the three alterna- 
tive fiscal policies — under the stipulated assumptions — may be 
tabulated, together with the results of any policy effected by a 
combination of the techniques of Cases 2 and 3. The column 
headings A Y, A C, and A G refer, respectively, to the increments of 
national income, private consumption, and government spending 
which are implied by the various methods of raising national in- 
come from OU to OF. Likewise, the symbol A D refers to the in- 
crease of government deficit incurred — or this may be designated 
simply as D because the budget was assumed to be in balance at 
the original level of income OU . 23 

By way of illustration, I have included in the table — in brackets 
— the magnitudes which the three primary, alternative fiscal poli- 
cies imply under the numerical assumptions used in the construc- 
tion of Figure VII. 24 Naturally, the reader can make use of the 
algebraic content of the table to investigate the effects on these 

22 But if bo should equal one, there would be no deficit; and if b„ should exceed 
one, there would be a budget surplus as a result of this policy of tax-rate reduc- 
tion! 

23 Another column might have been added to the table, showing the change in 
taxes (AW) implied by each of the various fiscal policies. This magnitude may be 
found readily, since AW = AG — A D. 

24 See above, p. 324. 
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numerical values of different assumptions as to the slopes of the 
diagrammed schedules. 

Special notice should be drawn to the interesting relation be- 
tween the deficits implied in Cases i and 3. The inducing of in- 
creased consumption through tax reduction (Case 3) results irt 
a greater deficit than that created by an increase of government 
spending with tax rates unchanged (Case 1). The deficit in Case 
3 times the marginal propensity to consume with respect to na- 
tional income ( b ) equals the deficit in Case 1. 

Since the fiscal policies of the second and third cases can be 
treated conveniently as the “pure” ones — the one increasing only 
government expenditure and the other increasing only private 
consumption — it is appropriate to consider the various possible 
combinations of these two policies that will also raise income from 
OU to OF. The implications of any such hybrid policy are indi- 
cated in the fourth row of the table. Here it is assumed that income 
is raised a fraction ( p ) of the needed amount (UF) by the tech- 
nique of Case 3 ; and the rest of the needed increment of income 
is realized through the second policy. Then, of course, the higher 
is the value of p, the greater are private consumption and the 
government deficit, while government spending and taxes are cor- 
respondingly lower. 26 

Further, the hybrid policy is a general one — within the frame- 
work of the present assumptions. Case 3 implies p equal to one; 
Case 2 implies p equal to zero; and when p equals b, the result is 
the equivalent of Case 1. Nor need p be bounded by zero and one. 
It may be negative, implying a reduction in consumption, an in- 
crease in government spending correspondingly greater than UF, 

25 The increment of taxes implied by this hybrid policy is: 

AW = AG — AD 

AW=(i -pWF- 1 — 1— VF 

Do 



Thus, AW is negatively correlated with p; and when p = b 0> taxes are the same 
before and after the raising of equilibrium income from OU to OF» 
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and a budgetary surplus; or it may exceed one, implying a decrease 
in government spending, an increase in consumption correspond- 
ingly greater than UF, and a government deficit greater than MN. 

It is important to realize that government spending and a gov- 
ernment deficit, so far from being necessarily conjoined, are really 
alternatives. On one side of the traditional policy of “deficit spend- 
ing” is the spending- without-deficit of Case 2; on the other side 
is the deficit- without-spending of Case 3; and the infinite variety 
of intermediate policies are similarly characterized by an inverse 
correlation between the magnitudes of the government’s spending 
and its deficit. The substitutability of the one for the other may 
be seen in the following equations — which are derived rather 
simply from a consideration, in the above table, of AY /AG in Case 
2 and AY/AD in Case 3: 

(16) AY — AG + \ — AD — AG + - A t- AD 

Thus, on the basis of my present assumptions, national income may 
be increased by a specified amount AT by any combination of 
increased government spending and increased deficit that satisfies 
these equations; and the equations also reveal the rate at which 
government spending may be substituted for a deficit without 
changing the total expansionary impact on national income. For 
example, where bo = 4/5 (as in Figure VII), 

aF ^ aG — p ^.aF), 

Then, an extra dollar of deficit would allow a four-dollar reduc- 
tion in tax-financed government spending without affecting the 
magnitude of national income; and this implies a total tax reduc- 
tion of five dollars. Here it is assumed that the marginal propensity 
to consume out of income-after-taxes is four-fifths; but this mar- 
ginal propensity need only be greater than one-half to justify the 
substitution of an extra dollar of deficit for more than a dollar 
of tax-financed government spending. 
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VI 

Productivity and 
tke Wage Structure 1 

BY 

JOHN T. DUNLOP 


The levels of prices and wage rates could vary over time under the 
impetus of increasing productivity in accordance with at least 
three logically possible patterns: (i) constant prices and rising 
wages, (z) falling prices and constant wages, and (3) rising prices 
with wages rising at an even faster pace. The actual movements 
of wage and price levels would appear more closely to approxi- 
mate case ( 1 ) than either of the other two cases. 2 The benefits 
of higher productivity have been shared since the early nineteenth 
century primarily by a combination of lower prices (for the 
innovations) and higher wage and salary rates. 3 

There is wide support for the view, moreover, that the general 
level of wage rates should as a matter of public policy rise in 
accordance with gains in productivity with a relatively constant 
price level. Professor Hansen concludes that . . there are good 
grounds for believing that the long-run movement of wages and 

1 Acknowledgment is made to the Milton Fund, Harvard University, for 
research assistance. The present topic is a part of a larger study of wages and 
prices. 

2 Alvin H. Hansen, Fiscal Policy and Business Cycles, 1941, pp. 323—324, and 
Economic Policy and Full Employment, 1947, pp. 240-245. See, on the other 
hand, a letter by Edward H. Chamberlin and Hans Staehle to the Editors of the 
New York Times, February 3, 1946. 

8 The gains of productivity have also taken the form of “new” products or 
changes in quality, serviceability, durability, and performance. The problem of 
the participation of profits in the gains of technical change is discussed briefly 
in note 10. 
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prices broadly experienced in the nineteenth century represents 
the most desirable pattern.” 4 The report of the Delegation on 
Economic Depressions admonishes trade union leaders that they 
should . . adopt a national wage policy under which demands 
for wage increases will be directly related to increases in produc-. 
tivity ...” 5 The British White Paper on employment policy 
states that stability requires that . . increases in the general 
level of wage rates must be related to increased productivity due 
to increased efficiency and effort.” 8 

The relative movements of wage and price levels in the next 
generation have been dramatized as a contest between the power of 
labor organizations to push up wage and salary rates on the one 
hand and the ability of scientists, engineers, and business enter- 
prises to reduce costs and keep prices down on the other. 7 The 
unions may not be content in the future with a wage level which 
advances no faster than z per cent each year, roughly the past 
average increase in productivity. They may require and be able 
to secure wage increases of 3 or 5 or 10 per cent each year. 8 If the 
business community reduces costs and introduces new commodi- 
ties fast enough, prices and wages can move as they have in the 
past, case (1). If union pressure on wage rates is greater, a new 
relationship will be established, case (3). 

While these issues of wage and price levels are fundamental, 
the impact of changes in productivity on the structure of wage 
rates and prices has too frequently been overlooked. Wage rates 
cannot be adjusted uniquely to increases in productivity in each 
occupation and plant and preserve for very long a balanced wage 
structure. 9 The rates of increase in productivity are markedly 

4 Economic Policy and Full Employment, Whittlesey House, McGraw-Hill 
Book Company, Inc., 1947, p. 243. Reprinted by permission. 

5 Economic Stability in the Postwar World, Report of the Delegation on 
Economic Depressions, League of Nations, 1945, p. 210. 

6 Employment Policy , Cmd. 6527, pp. 18-19. 

7 Sumner H. Slichter, The Threat of Inflation, an address before the U.S. 
Chamber of Commerce, April 30, 1946. 

8 Sumner H. Slichter, The Challenge of Industrial Relations, 1947, pp. 71-98. 

9 A balanced wage structure exists where workers performing similar services 
receive similar rates of pay. Variations in wage rates are related to differences in 
skill, experience, training, and other similar factors. The term will be used only 
in connection with the wage structure of a firm. 
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divergent among different firms and industries. Normal or prac- 
ticable wage rate relationships would soon be distorted if wage 
rates were to be geared absolutely to increases in productivity. 
While the general level of wages may be adjusted to the average 
increase in productivity, in particular occupations, firms, and 
industries, the total adjustment normally takes the form of a com- 
bination of a wage and salary rate increase, a price (including 
product) adjustment, and in the short run an increase in profits . 10 

The present paper is directed toward examining some of the 
implications and problems that arise when it is recognized that 
wage and salary rates cannot be adjusted fully to productivity 11 
changes in every particular occupation, plant, firm, and industry. 
The study is an exercise in the relationship of wages and prices; 
its focus is the impact of changes in productivity on wage rate 
structure. The concern is the longer run — rather than the cycli- 
cal 12 — adaptation of wage rates to uneven rates of change in 
productivity among different industries. 

I. THE INDIVIDUAL PLANT WAGE STRUCTURE 

The problems of the total system have their analogue in the 
individual plant. The rate of increase in productivity is unequal 

10 While the present paper is not primarily devoted to the total problem of the 
way in which productivity gains are shared, the share of profits requires brief 
attention. The long run trends of wages and salaries and prices (including qual- 
ity factors) indicate that productivity gains have been shared in these forms. 
Profits were not included in the list of long run recipients since the rate of 
profits has apparendy shown no long term trend. 

Profits, in the sense of “excess profit” above interest and wages of management, 
are necessary in the short run to induce enterprises to make the innovations. 
Under a perfecdy competitive system, these “excess profits” are eliminated in 
the long run as the gains of productivity are passed on in the form of wage in- 
creases and price declines (including quality changes). See, Joseph A. Schum- 
peter, Business Cycles , 1939, 1 , pp. 72-109. 

11 The term “productivity” is used in this paper in the narrow sense of physical 
input-output relationships. When a statistical measure is implied, output per 
manhour is intended. The distinction between physical and value productivity 
must be borne in mind. See, National Bureau of Economic Research, Cost Be- 
havior and Trice Policy , 1943, pp. 142-169. 

12 For a discussion of cyclical patterns of wage rate changes among industries 
see, John T. Dunlop, Wage Determination under Trade Unions , 1944, pp. 122- 
148. 
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as among departments and particular machines. The job classifica- 
tion wage structure of a particular plant, determined by job 
evaluation or by a bargained scale, would soon be completely 
distorted if the gains in productivity were to go entirely to workers 
on particular operations with the improved efficiency. In prac- 
tice, the gains in productivity may be described as temporarily 
retained in a “common pool” out of which the enterprise is able 
to grant a general wage increase to all employees. This procedure 
is also necessitated by the fact that many gains in productivity, 
such as those arising from improved organization and flow of 
operations, cannot be immediately allocated to particular workers. 

Even under an incentive or piece rate system of wage payment 
most agreements provide for a modification of the rate in the event 
there has been a substantial change in job content . 13 Piece workers 
cannot normally be prevented from capturing certain small gains 
in productivity arising from minor changes in methods and 
machinery, since changes must normally be “substantial” in order 
to alter the piece rate. Piece rate earnings will consequently tend 
to show some upward drift relative to day-rated jobs. The war 
period produced a number of cases in which piece workers were 
able to capture very substantial increases arising from specific im- 
provements in productivity. However, most of the larger gains 
in productivity are normally distributed more generally through- 
out the work force in a plant. 

It is thus an established norm of collective bargaining within 
individual bargaining units that gains of productivity ought to be 
distributed in ways which will not indiscriminately distort the 
balanced relationships among rates. Unequal rates of technical 

13 As one example, the Carnegie-Ulinois Steel Corporation’s Contract with the 
United Steelworkers of America, March 13, 1945 in Section 4, F, 2, specifies the 
conditions under which new wage rates may be set for changed jobs: 

“When changes are made in equipment, method of processing, material proc- 
essed, or quality of production standards which would result in a substantial 
change in job duties or requirements; or where over a period of time an ac- 
cumulation of minor changes of this type have occurred which, in total, have 
resulted in a substantial change in job duties or requirements, adjustments of 
hourly, incentive, piece-work and tonnage rates, may be required.” 
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change may, however, in time substantially alter job relation- 
ships. In the garment industry, for example, over a number of 
years, as the result of a series of minor technical changes, the 
position of the presser (paid by the piece) has been improved 
relatively to the cutter (paid by the hour) so that he now earns 
more per hour on the average. But such an adjustment has come 
about slowly and quite gradually. 

The extent of the bargaining unit will largely determine the 
group of job classifications among which differentials will be 
maintained or adjusted according to systematic principle with 
differential rates of increase in productivity. If the bargaining unit 
is plant wide, the whole structure of rates in the plant will be less 
subject to productivity distortions. If there should be several 
bargaining units, the plant structure of rates will be much more 
difficult for the company to systematize and to defend against 
unequal rates of technical change. 

As bargaining units are extended to multi-plant companies and 
to a group of companies or an industry, the agreed-upon structure 
of differentials is less subject to the haphazard impact of dif- 
ferential increases in productivity. Since few, if any, bargaining 
units completely encompass more than one industry, industry 
differentials have not been the result of conscious, intended deci- 
sions. 

Thus two factors, the method of wage payment and the extent 
of the bargaining unit, will substantially influence the impact of 
changes in productivity on the structure of job classification wage 
rates in the individual plant. 

II. PRODUCTIVITY AND INTER-INDUSTRY WAGE CHANGES 

Consider the general level of wage rates for the system as a 
whole to increase each period by the average amount of the in- 
crease in productivity in the system. The rates of increase in 
productivity vary widely among industries and firms, (a) At one 
extreme, it might be assumed that the wage rate adjustments in 
each firm and industry correspond to these different increases 
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in productivity. Normal wage relationships would be completely 
distorted, (b) At the other extreme, it might be assumed that the 
wage structure was so inflexible that there could be no change in 
firm or industry differentials. Wage rates would rise in every firm 
by the same amount. Then in industries in which productivity 
increased less rapidly than the average, prices would rise, and in 
industries in which productivity increased more rapidly than the 
average, prices would fall. 

In the first case (a), the effect of the different rates of increase 
(or decrease in a few cases) of productivity is absorbed entirely 
through diverse wage and salary rate changes. In the second case 
(b), the divergent productivity patterns result alone in price 
adjustments. The wage structure, however, is in fact neither so 
flexible as assumed in the first instance nor so inflexible as imag- 
ined in the second. 

A more realistic model, case (c), depicts industries with more 
than average gains in productivity increasing wage and salary rates 
somewhat more than the average. In industries with less than aver- 
age gains in productivity, wage rates would increase somewhat 
less than average. 

The rates of increase in productivity in an industry are to be 
expected to be closely related to other characteristics of the in- 
dustry. The growth in output and employment 14 of various in- 
dustries is frequently said to chart a common pattern. A period 
of slow growth at the initial stages is followed by a rapid expan- 
sion; a tapering off develops which may be followed in some 
cases by actual contraction and even extinction of the industry. 
The most rapid increases in productivity are to be expected in 
those stages in the life history of an industry during which output 
is expanding rapidly. Increases in productivity do take place after 
output has begun to taper off, but the opportunities for innova- 
tions of all types would seem on a priori grounds less favorable 
when output had ceased to expand or was actually decreasing. 

14 The patterns of movement will, of course, be different depending on the 
rates of change in productivity. 
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The model of the relation between wage rate changes and pro- 
ductivity increments, case (c) above, needs to be enlarged, then, 
to take account of this kinship between changes in productivity 
and output. The greater than average rise in wage and salary 
rates in industries with high rates of increase in productivity arises 
not merely because firms may be able to pay higher wages or may 
be unable to prevent employees from taking some of the benefits. 
The greater than average rise in wage rates will be necessary to 
attract an expanding work force to the industry. The labor market 
typically operates so that a relatively higher wage rate is necessary 
to attract wage earners away from other employment than is re- 
quired to hold them at a given job. Normal inertia must be over- 
come. Seniority rights are not lightly forfeited. A large proportion 
of all jobs are filled through contacts established by friends and 
relatives. These factors require that any firm or industry which 
seeks to expand its employment rapidly must expect to pay a 
premium rate. 

Thus the greater than average rise of wage rates in employment 
and productivity expanding industries tends to attract a labor 
force to such industries. Similarly, the less than average increase 
in wage rates in employment and productivity contracting in- 
dustries tends to facilitate the movement of a labor force away 
from such industries and to deter new entrants. 

Moreover, the rise in prices in industries in which the increase 
in productivity is less than the average tends to accelerate the 
relative or absolute contraction of employment in such industries. 
The failure of prices to fall in industries with greater than average 
increases in productivity, as far as they might otherwise, tends to 
restrict the expansion of employment from what it would other- 
wise be. These relatively adverse effects on employment con- 
stitute the short-run effects of movement toward the longer run 
equilibrium position in which the average wage level is adjusted 
to an increase in average productivity. 

Professor Hansen has suggested that the model, case (c), of the 
relationship between wage and salary rates, employment and 
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productivity, is in fact a fair description of the actual world. 15 
The next section turns to an examination of the available statisti- 
cal data. 

III. THE STATISTICAL EVIDENCE 

There is considerable evidence that productivity has increased 
most in industries in which employment has expanded most, and 
there is some evidence that productivity has increased most rap- 
idly during the “life-cycle” of an industry when employment was 
expanding most rapidly. Productivity conversely seems to have 
increased l&ist in industries with the least increase, or actual de- 
clines, in employment, or in those stages in the life of an industry 
in which employment has been declining. 

On the basis of data for thirty-eight manufacturing industries 
covering the period 1909-37 Solomon Fabricant reports that 
“. . . exceptionally rapid growth in output was associated with 
unusually drastic cuts in manhours per unit. Slow growth or 
actual decline in output was accompanied by less-than-average 
increase in total manhours and by relatively small declines in 
the manhour-output ratio.” 18 Data for the same industries support 
the further conclusion that industries with the most rapid increase 

15 “If industry Y can make no gains in productivity, it will nevertheless be 
compelled to pay higher wages. Being a relatively stagnant industry, it would 
scarcely be expected to raise wages as soon, or even as far, as the progressive in- 
dustries. But wages must go up, or else a violent distortion will occur in the 
wage structure. Since industry Y has enjoyed no gains in manhour productivity, 
it must be permitted to charge higher prices. 

“Thus the exceptionally progressive industries will be able to lower prices. 
But the stagnant industries will need to raise prices. Industries enjoying average 
gains in productivity can raise wages without raising prices. The net effect is an 
all-round increase in wage rates, while the general level of prices remains stable. 
But while the general level of prices remains stable, the structure of prices is 
changing in accordance with changing technological conditions varying from 
industry to industry.” Alvin H. Hansen, “Wages and Prices: The Basic Issue,” 
New York Times Magazine , January 6, 1946. Reprinted by permission. 

16 Solomon Fabricant, Employment in Manufacturing , 1899-1 93$, National 
Bureau of Economic Research, 1942, p. 92. Reprinted by permission. Also see, 
Solomon Fabricant, Labor Savings in American Industry , 1899-1939 , Occasional 
Paper 23, National Bureau of Economic Research, 1945. 
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in employment and output and with the greatest rate of increase 
in productivity were also those with . . lowest increases (or 
actual decreases) in wage cost per unit, value added per unit, and 
selling price.” 17 The converse holds for industries laggard in 
output, employment, and productivity. 

Thus the Fabricant study depicts an economy with a group 
of “younger” industries expanding rapidly in employment, out- 
put, and productivity with declining labor costs and prices. In a 
group of “older” industries employment and output increase very 
slowly or actually decline; productivity increases very slowly, 
and labor costs and prices increase absolutely, or at least relative 
to the first group of industries. The life history of the individual 
industry consists in a gradual movement from the first to the 
second group. At any one time industries are distributed through- 
out the range of the employment-output-productivity pattern. 

Now, how are wage rate movements among industries related 
to the pattern of change in output, employment, and productivity? 
In particular, do wage rates increase most where and when pro- 
ductivity is increasing most rapidly, and do wage rates increase 
least in industries with least increases in productivity? The inter- 
mediate case (c) set forth above requires some positive correlation 
between increases in wage rates and productivity. Professor 
Hansen, it has been noted, 18 believes both that the economy should 
and really does work this way. 

While the investigation of Solomon Fabricant was not pri- 
marily concerned with this range of questions, there is some 
disquieting evidence on the issue at hand. He reports that the 
coefficient of rank correlation “. . . between changes in unit 
labor requirements and in wages per worker is only —.05.” 19 
That is, for the period 1909-37 virtually no rank correlation was 

17 Solomon Fabricant, Employment in Manufacturing , op. cit p. 100. 

18 See footnote 15. t 

19 Loc. cit., p. 105, n. 19. The computation has been made for the present 
study on the basis of data presented on pp. 1 02-104 anc * the slightly different re- 
sult of +.04 was obtained. 
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found in a group of thirty-eight industries between changes in 
productivity (wage earner hours per unit of product) and wages 
per wage earner. 

Although Fabricant does not report the computation, his data 
permit a comparison of productivity (wage earner hours per unit 
of product) and wages per hour. The rank correlation has been 
computed to be The series of wages per hour is more 

appropriate for the instant purposes than wages per worker. 
Wages per worker are affected by varying rates of change in the 
length of the work day. 

More reliable data for a shorter, though more recent, period 
show a much higher degree of rank correlation between produc- 
tivity increases and wages. The Bureau of Labor Statistics data 
for thirty-three manufacturing industries or groups in the period 
1923-40 yield a rank correlation of +.47 between increases in 
output per manhour and increases in average hourly earnings. 20 
(These data are presented in Table 6.) When the series are 
weighted by the relative amounts of employment in the various 
industries, the rank correlation is raised to -+-.60. 

The removal of two relatively insignificant industries from 
the series (ice cream and chewing tobacco) raises the computed 
rank correlation to +.65. When the series are weighted by em- 
ployment in the various industries, the rank correlation is +.72. 
These data indicate a significant tendency, not necessarily unique, 
for wages to increase by a greater extent in industries with the 
higher increases in productivity and by a lesser extent in industries 
with lesser increases in productivity. 

The relationship between wages and productivity proposed 

20 The basic data are from Productivity and Unit Labor Costs in Selected 
Manufacturing Industries , 1919-1940, Bureau of Labor Statistics, Washington, 
D.C., February, 1942. The output per manhour series is directly available, and 
the series of average hourly earnings for each industry was computed by dividing 
payrolls by manhours. The data are available to permit the addition of a series 
for Bituminous Coal and Steam Railroads. The rank correlation for the thirty- 
five series is + .49. 

Average hourly earnings are the only data available to measure the changes in 
wage and salary rates for this period. 
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in case (c) in the previous section does not posit a unique pattern 
nor necessarily a very high correlation between wages and salary 
rates and productivity. The following factors act against a perfect 
correlation: 

' ( x ) The adjustment to productivity increases takes the form 
of price as well as wage changes. Thus one would expect a higher 
degree of correlation between changes in unit labor requirements 
and wages. 21 

(2) Wage relationships may have to be preserved among in- 
dustries, regardless of the differences in the rates of increase of 
productivity. The wage relationship may follow from a common 
labor organization, the proximity of localities, or a common policy 
of a corporation operating in several industries. The cotton and 
wool industries, for example, are organized by some of the same 
labor organizations. Wage patterns may be related independently 
of productivity. Zinc and copper present the same situation. An 
“industry” is not necessarily a unique unit of wage rate deter- 
mination. 

( 3 ) The method of wage payment may differ among industries 
and influence the extent to which increases in productivity are 
transformed into wage increases. Piece work or incentive rates 
permit a more regular and immediate capture of the gains of pro- 
ductivity than a day-rate wage payment system. 

(4) The character of competition in the product market will 
influence the extent to which wage earners secure the gains of 
productivity. A highly competitive product market may imme- 
diately transmit any gains in productivity in the form of price 
adjustments rather than permit the employer to retain higher 
margins later to be shared with the wage earners in the form of 
higher wage rates. Partly for this reason, labor organization may 
prefer to deal with “monopolists” rather than with a “competitive 
industry.” It is easier to capture the dynamic gains of productivity. 

21 Fabricant reports a .39 rank correlation between changes in unit labor re- 
quirements and selling price in contrast to his —.05 rank correlation between 
changes in unit labor requirements and wages, hoc. cit. p. 108. 
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TABLE 6 

Percentage Change in Output, Manhours, Output per Manhour, 
and Average Hourly Earnings, 1923-1940* 


INDUSTRY 

CHANGE 

IN 

OUTPUT 

% 

CHANGE 

IN 

MANHOURS 

% 

CHANGE 

IN OUT- 
PUT PER 

MANHOUR 

% 

CHANGE 

IN AV. 

HOURLY 

EARNINGS 

% 

All mfg. industries 

5 2 -5 

— 16.6 

82.9 

22.5 

Agr. implements 

54-4 

— 26.2 

109.4 

33-5 

Boots and shoes 

Bread & other bak- 

I8.4 

— 28.9 

66. 7 

-3-7 

ery prod, group 

29.8 

15.4 

12.4 

19.6 

Cane-sugar refining 
Canning and pre- 

- 4-5 

—38.4 

54-9 

32.6 

serving group 

82.9 

7-3 

70.5 

28.6 

Cement 

—4-5 

— 4*5-3 

78.1 

25.7 

Chemicals 

Clay prod, and non- 

103.2 

—0.5 

io 4-3 

64.I 

clay refractories 
Cotton goods. 

-42.1 

— 52.0 

20.5 

6.1 

New Eng. states 
Cotton goods, cot- 

-49.2 

—71.7 

79-4 

3*3 

ton growing states 

45-5 

18.5 

22.7 

13.0 

Fertilizers 

Flour and other 

17.2 

—25.2 

5*5-7 

20.9 

grain mill prod. 

— 12.6 

—41.9 

50.7 

00 

Furniture 

15.4 

— 18.9 

42.4 

3-i 

Glass group 

67.4 

— 22.0 

1 14.5 

42.7 

Ice cream 

36.I 

—44-3 

144.5 

— 1.4 


* The figures in this table are based on Bureau of Labor Statistics indexes and 
indicate percentage changes for the years 1923-1940, with the exception of the 
following industries where the percentage changes are for the years 1923-1939: 
Cotton Goods: New England States 
Cotton Goods: Cotton Growing States 
Knit Goods Group 
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TABLE 6 ( continued. ) 

Percentage Change in Output, Manhours, Output per Manhour, 
and Average Hourly Earnings, 1923-1940 


INDUSTRY 

CHANGE 

IN 

OUTPUT 

% 

Iron and steel group 

41.2 

Knit goods group 

72.2 

Leather group 

-6.3 

Lumber and tim- 

her prod, group 

— 24.2 

Motor vehicles. 

bodies, and pts. 

44.0 

Newspaper and peri- 

odical ptg. & pub. 

3 M 

Primary smelters 

and refineries 

234 

Paints and varnishes 

57-5 

Paper 

68.8 

Pulp 

148.4 

Petroleum refining 

128.7 

Rayon 

1 177.7 

Rubber tires 

and inner tubes 

IO5.O 

Slaughtering 

and meat pkg. 

17.7 

Cigars 

— 27.0 

Cigarettes 

183.9 

Chewing and smoking 

tobacco and snuff 

— 1 6-5 

Woolen and worsted 

goods group 

— 22.3 

Bituminous coal 

— I8.4 

Steam railroads 

. .... 



CHANGE 

CHANGE 

CHANGE 

IN OUT- 

IN AV. 

IN 

PUT PER 

HOURLY 

MANHOURS 

MANHOUR 

EARNINGS 

% 

% 

% 

— 22.6 

82.5 

45-5 

— 7-7 

86.7 - 

29.5 

- 4>-7 

61.3 

25.8 

-49.1 

49.0 

10.7 

-16.5 

72.5 

36.5 

-17.2 

64.9 

25-3 

—29.3 

74-3 

14.5 

2.8 

.53-3 

37.2 

5-9 

594 

22.2 

—8.4 

171-3 

35.8 

-18.3 

I 80. 1 

534 

162.7 

386.4 

56.4 

—39.9 

241.0 

44.6 

—14.3 

37-3 

26.8 

—66. 7 

1 19.0 

17.0 

19.3 

138.0 

40.0 

—46.4 

55-7 

69.2 

-46.8 

45-9 

22.0 

— 10.2 

42.3 

4.5 

-3.1 

63.2 

22.4 
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(5) The differences in bargaining power of labor organiza- 
tions will influence the extent to which gains in productivity will 
be correlated with wage rate changes. 

For at least these reasons, then, wage rate changes and in- 
creases in productivity are not uniquely related among different 
firms and industries. There is no reason, however, to abandon the 
general model indicated in case (c) above in which wage rates 
increase most in those industries in which employment, output, 
and productivity have increased most rapidly, and in which wage 
rates increase least in those industries in which employment, out- 
put, and productivity have increased least rapidly — if not actually 
declined. The model is a helpful and useful generalization and 
first approximation, particularly for total system problems, as 
long as the other factors influencing wage rate movements among 
industries are not entirely neglected. Professor Hansen’s adoption 
of the model as a statement of fact is accurate as long as productiv- 
ity is not set forth as a complete explanation of changes in inter- 
industry wage structure. 

IV. WAGE LEADERSHIP 

Any model of adjustments in the wage structure cannot neglect 
the facts of wage leadership in an economy with developing col- 
lective bargaining. If leadership in setting the pattern of wage 
adjustments is held by unions and firms in the expanding sector, 
where increases in productivity are high, the rounds of wage 
increases will no doubt be larger than in case the pace is set in 
contracting industries. Even among expanding industries it makes 
a good deal of difference whether the two or three most rapidly 
expanding industries set the pace or whether the pattern is more 
broadly based. It is conceivable that the wage bargain in one or 
two industries (rapidly expanding with the greatest increases in 
productivity) could force very substantial price increases on the 
rest of the whole economy. 

It may be held that in normal times “wage leadership” does 
not exist. There is no very obvious pattern of wage changes. Con- 
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tracts expire at different times, and adjustments depend upon 
essentially local or industry conditions. The amount of wage 
rate changes are substantially influenced by bargains over non- 
wage issues, such as union security, seniority, and management 
rights clauses in collective bargaining contracts. While this may 
be a fair description of the situation in the absence of powerful 
unions or in conditions in which significant union rivalry does 
not exist, it is not an accurate description of the industrial rela- 
tions we have now or are likely to have in the years immediately 
ahead. 

The location of wage leadership in the economic system de- 
pends on a great many different factors. With a united labor 
movement there would presumably be a possibility of a common 
wage policy on the part of organized labor. Intense inter- and 
intra-union rivalry, however, tends to make wage movements a 
pawn in the larger battle for prestige and position. Wage changes 
may be required sooner and in larger amounts by virtue of the 
strategy of these union “political” considerations. Wage demands 
are not formulated with primary regard to their economic effects. 
A wage adjustment is largely appraised in terms of how many new 
members may be attracted or whether it will contribute to “taking 
over” a rival organization . 22 

An organized employers’ association which influences wage 
bargaining would permit a unified policy on the part of employers. 
In the absence of strong associations in most industries, wage rate 
patterns may be set by a maverick company which wishes to pur- 
chase some temporary advantage, or by an extraordinarily profita- 
ble enterprise which may not be particularly interested or con- 
cerned with the general impact of any change in wage rates. The 
business community is learning that one or two major companies 
can make a bargain which becomes very difficult for the rest 
to avoid. 

Wage leadership may be located in particular industries by 
virtue of the “political” position of union leaders within the labor 

22 John T. Dunlop, op. cit., pp. 46-jo. 
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movement, by the accidents of mavericks and extraordinarily 
profitable firms, and by the chance of the timing of contract ex- 
pirations. If this leadership happens to coincide with industries in 
which productivity has been increasing rapidly, the wage level 
may be expected to rise more than in other circumstances. 

V. CHANGES IN INTER-INDUSTRY WAGE STRUCTURE 

The model investigated above, case (c), seems to represent a 
useful general summary of the relations among inter-industry 
changes in productivity, employment, and wage and salary rates. 
But this generalization, even when qualified by the fact of wage 
leadership in collective bargaining, must not be taken as a final 
theory of the dynamics of changes in inter-industry wage rela- 
tionships. This section is directed toward making some suggestions 
toward this larger and virtually unexplored problem of the pat- 
tern of longer run changes in the inter-industry wage structure. 

That the generalization represented by case (c) is a useful start- 
ing point for a theory of the dynamics of inter-industry wage 
changes is evident from Table 7. 23 An array of the percentage 
changes in average hourly earnings during the period 1923-40 is 
presented for thirty-three manufacturing industries (with the 
addition of two other series, Bituminous Coal and Steam Rail- 
roads). The lowest fourteen industrial groups in percentage in- 
crease in average hourly earnings (Woolen and Worsted through 
Boots and Shoes) were almost without exception 24 industries 
with productivity and output increases below the average. The 
highest twelve industrial groups in percentage increase in average 
hourly earnings (Chewing Tobacco through Agricultural Im- 
plements) were with minor exceptions 35 industries with produc- 
tivity and output increases above the average. The mere recital 

28 The data are the same as presented in Table 6. 

24 The series of Ice Cream and Cigars showed increases in output per man- 
hour above the average. 

25 Chewing Tobacco, at the top of the list, is an exception. In output and 
productivity the industry belongs with the relatively “stagnant” group. The 
industry has been omitted from later comparisons in the text. 
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of the industries with the greatest increase in average hourly 
earnings suggests those expanding in output and progressive in 
technology: Chemicals, Rayon, Petroleum Refining, Iron and 
Steel, Rubber Tires and Tubes, Glass, Cigarettes, Paints and Var- 
nish, Motor Vehicles, Pulp, and Agricultural Implements. 

A study of Table 7 underlines the severe limitations to the 
view 26 that inter-industry wage differentials are relatively con- 
stant over considerable periods of time. These thirty-five indus- 
trial groups reveal during a seventeen-year period a dispersion 
from a decrease of 3.7 per cent in the case of Roots and Shoes to 
an increase of 64. r per cent in Chemicals. 27 This range of varia- 
tion constitutes a surprising amount of pliability in the inter- 
industry wage structure. 

The dispersion in Table 7 casts serious doubts on the position 
frequently taken in favor of a wage increase in negotiations or 
arbitration on the ground that traditional inter-industry differ- 
entials have been distorted. The longer the period of comparison, 
the more suspect the argument. The argument advanced against 
wage rate increases by managements on the ground that inter- 
industry differentials have been maintained, and consequently no 
increase is appropriate, is equally suspect. 28 Changes in the dif- 
ferentials in wages among industries of the magnitude indicated 
in Table 7 in a period of seventeen years makes such arguments 
highly questionable as a strong case for or against a particular 
wage rate increase. The simple fact is that the relative position 
of industries has been changing very rapidly over a period of time. 

26 Case (b) in Section II. 

27 Any complete study of movement of differentials should be made both in 
percentage and cents per hour terms. The cents per hour differentials in these 
instances would not reveal a significantly different picture. Moreover, the pe- 
riod 1923-40 saw an increase in the average hourly earnings for all manufactur- 
ing of only 22.5 per cent. 

28 See the Opinion of Board Members Felix H. Knight and E. E. Milliman, 
Employees’ National Conference Committee, Fifteen Cooperating Railway 
Labor Organizations and Eastern, Western, and Southeastern Carriers’ Con- 
ference Committees, National Mediation Board, Docket No. A-2215, Arb. 62, 
April 3, 1946. Also see the argument of the United Steelworkers of America, CIO, 
and the Steel Companies summarized in Carnegie-IUinois Steel Corporation , et al t 
19 WLR 612-13. 
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Relative position cannot be a satisfactory norm for any significant 
length of time in an economy with such marked differences in the 
rate of change in employment and productivity. 


TABLE 7 

Percentage Increase in Average Hourly Earnings, 1923-1940 


INDUSTRY 

PERCENTAGE IN- 
CREASE IN AVERAGE 

HOURLY EARNINGS 

i. Chewing and Smoking Tobacco and Snuff 

69.2 

2. Chemicals 

64.I 

3. Rayon 

56.4 

4. Petroleum Refining 

534 

5. Iron and Steel 

45-5 

6. Rubber Tires and Inner Tubes 

44.6 

7. Glass 

42.7 

8. Cigarettes 

40.0 

9. Paints and Varnishes 

37-2 

10. Motor Vehicles, Bodies, and Parts 

36.5 

11. Pulp 

35-8 

12. Agricultural Implements 

33-5 

13. Cane-Sugar Refining 

32.6 

14. Knit Goods 

29.5 

15. Canning and Preserving 

28.6 

16. Slaughtering and Meat Packing 

26.8 

17. Leather 

25.8 

18. Cement 

25.7 

19. Newspaper and Periodical Printing and Publishing 25.3 

20. Steam Railroads (Class I) 

22.4 

21. Paper 

22.2 

22* Woolen and Worsted Goods 

22.0 

23. Fertilizers 

20.9 

24. Bread and Other Bakery Products 

I9.6 

25. Cigars 

I7.O 

26, Flour and Other Grain Mill Products 

I5.8 

27. Primary Smelters and Refineries 

I4.5 

28. Cotton Goods — Cotton Growing States 

IJ.O 
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TABLE 7 ( continued ) 

Percentage Increase in Average Hourly Earnings, 1923-1940 


INDUSTRY 

PERCENTAGE IN- 
CREASE IN AVERAGE 

HOURLY EARNINGS 

29. Lumber and Timber Products 

10.7 

30. Clay Products and Nonclay Refractories 

6.1 

31. Bituminous Coal 

4-5 

32. Cotton Goods — -New England States 

3-3 

33. Furniture 

, 3 - r 

34, Ice Cream 

— 1.4 

35. Boots and Shoes 

— 3-7 


The dispersion in Table 7 suggests that a theory of the inter- 
industry movement of wage structure must include other factors 
than changes in productivity and output or employment. Three 
additional factors are suggested for consideration: the proportion 
of labor costs to total costs in the industry, the competitive condi- 
tions in the product market for the output of the industry, and 
the skill composition of the industry. While a these factors may 
be in part directly related to changes in productivity and output, 
their separate influences on patterns of wage movement should 
be distinguished. 

The smaller the proportion of labor costs to total outlays, 
other factors being the same, the more likely for wage and salary 
rates to rise relative to the average of all industries. Wage and 
salary earners will have greater bargaining power, and enterprises 
will tend to offer less resistance to increases. 

The more competitive the product markets for the output of 
the industry, the more difficult for wage earners to capture the 
gains of increased productivity. The competitive conditions in 
the product markets for Boots and Shoes, Cotton Textiles, Bitu- 
minous Coal, and Furniture undoubtedly influenced the pattern 
of wage changes in these industries. 

The skill composition of the industry, as it is altered through 
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time by technological change, will affect seriously the pattern 
of movement in average hourly earnings. Two industries may 
have the same rate of increase in output per manhour, but the 
wage patterns will diverge because the average level of skill, or 
the occupational composition, of the work force in the industries 
will be changing in different directions. 

The inter-industry pattern of changes in average hourly earn- 
ings over substantial periods is to be explained fundamentally 
in terms of the following factors: change in productivity, change 
in output, proportion of labor costs to total outlays, competitive 
conditions in the product market, and the changing skill and 
occupational content of the industry. Wage and salary rates would 
be expected to increase most where productivity and output 
increase most, where labor costs are a small percentage of total 
costs, where the enterprises are in strong bargaining power with 
the purchasers of their output, and where technical change oper- 
ates to increase the skill and raise the occupational rating of em- 
ployees. The converse indicates situations where wage and salary 
rates are to be expected to decline relatively. 

This theoretical framework for inter-industry wage movements 
appears to give no .distinctive place to the role of labor organiza- 
tions. The discussion in the section on wage leadership indicated 
that labor organizations can have a decisive influence on the wage 
and salary level. Their influence on the structure of wages cannot 
be ignored. The data in Table 7 do not suggest that the role of 
unionization has been distinctive or uniform. A careful statement 
would suggest that the five factors indicated above establish the 
main outlines and tendencies for variations in inter-industry wage 
relationships. These factors are important realities (although not 
the full story) with which the parties to collective bargaining 
must grapple. They tend to set practicable limits to bargains. 
When account is taken of all the factors which must be taken 
into account by the parties to collective bargaining, the final wage 
bargain may diverge, even over long periods, from that indicated 
by the theoretical framework suggested above. While judgments 
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will differ, the present observer is of the opinion that in most cases 
the divergence will not be large. The factors indicated in the 
theoretical model effectively condition the bargaining process. 

VI. SUMMARY 

It may be helpful to highlight the previous discussion by a 
series of propositions. These points must be interpreted within 
the context developed in previous sections. 

( i ) The benefits of higher productivity have been shared over 
long periods by a combination of lower prices and higher wage 
rates. There have also been significant changes in quality. 

(z) Wage rates show some tendency to increase most in that 
group of industries in which output, employment, and produc- 
tivity increase most. Wage rates increase least in those industries 
in which output, employment, and productivity increase least. 
This generalization is a useful and valid summary. 

(3) The relationship between changes in productivity and 
wage rates, however, is not unique since a great many other fac- 
tors affect wage-rate movements among industries. 

(4) The location of wage leadership in the system, as between 
expanding and contracting sectors, can materially affect the rate 
of rise in the average wage level. 

(5) The argument for or against an increase in wage rates in a 
particular industry or firm on the grounds of productivity would 
appear much less valid than normally assumed. The standard of 
productivity by which the parties are admonished to settle their 
disputes is an empty slogan as judged by the historical pattern of 
wage and productivity changes for any particular wage bargain. 

(6) Wage differentials among industries appear to have been 
surprisingly flexible. In a seventeen-year period there have been 
marked changes in the relative position of wages in expanding 
and contracting industries. 

(7) The argument that wages should be increased in an in- 
dustry to preserve its relative position, or that they should not be 
increased because wages in a particular industry are at parity with 
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other industries is dangerous, for it neglects the highly dynamic 
character of wage differentials among industries. 

(8) The inter-industry variations in wages over substantial 
periods are to be explained in terms of these factors: changes in 
productivity and output, the proportion of labor costs to total 
costs, the competitive conditions in the product market for the 
output of an industry, and the changing skill and occupational 
content of the work force of an industry. These factors will tend 
to set limits to the bargaining over the relative position of the wage 
and salary rates of the employees of an industry. 
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I. INTRODUCTION 

One of the primary objectives of the International Monetary 
Fund is to promote a balanced growth of world trade, and thus 
help maintain high levels of employment and income. The Fund 
will work toward this objective partly through its supervision 
of exchange rates and through making its resources available to 
meet temporary deficits. It will also exercise direct supervision 
over the exchange practices of members. One of the stated pur- 
poses of the Fund is to “assist in the establishment of a multi- 
lateral system of payments in respect of current transactions be- 
tween members and in the elimination of foreign exchange restric- 
tions which hamper the growth of world trade.” 

Certain provisions in the Fund Agreement govern the exchange 
practices which member countries are permitted in normal cir- 
cumstances. The Fund may at any time approve the adoption of 
practices not normally permitted, however, and members are free 
to impose restrictions in the abnormal case of a scarce currency. 
Although the Fund Agreement is now in force, it will be impos- 
sible for some time to judge by experience what exchange prac- 
tices are permitted in normal circumstances since special provi- 

* The views expressed in this chapter do not in any way represent views of 
the International Monetary Fund. The chapter was written before the author 
joined the staff of the fund. 
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sions allow for the maintenance of all types of exchange restric- 
tions in the transition period. It is possible, however, even now to 
analyze the provisions governing the exchange practices per- 
mitted in normal circumstances with a view to determining to 
what extent they provide for a multilateral system of payments 
and the elimination of exchange restrictions. 

For purposes of analysis, it is helpful to distinguish between 
two broad types of exchange restrictions: restrictions on pay- 
ments as such and restrictions on transfers or convertibility. 

It is important to know whether members of the Fund will 
normally be permitted to use exchange regulations to prevent 
their residents from making payments in some currency for 
current imports of goods and services, i.e., will normally be 
permitted to impose restrictions on payments as such. It is also 
important to know whether members of the Fund will be per- 
mitted to impose restrictions on the currency in which payment 
is made, and on the use which can be made of currency received 
in payment. Such restrictions may take the form of the importing 
country permitting payments to be made in the first instance only 
in its own currency, blocking the use of amounts of its currency 
held by other members, or permitting its conversion into only one 
or a few other currencies. Restrictions of this second type may be 
broadly referred to as restrictions on transfers or convertibility . 
The first type of exchange restrictions leads directly and imme- 
diately to a decrease in a member’s current imports. The second 
type of restrictions may not directly decrease a member’s im- 
ports, but may prevent the exporting country from conducting its 
trade on a multilateral basis, i.e., from using the proceeds of cur- 
rent exports to one member to finance current imports from an- 
other member. 

II. EXCHANGE PRACTICES NORMALLY PERMITTED 

There are two provisions in the Fund Agreement which relate 
to the obligations of members with respect to exchange restric- 
tions in normal circumstances. One is a general clause under the 
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heading of “Avoidance of Restrictions on Current Payments,” 
which may be referred to as the “general provision.” The other 
is under the heading “Convertibility of Foreign Held Balances,” 
and will be referred to as the “convertibility provision.” 

General Provision 

The general provision, which applies except under certain ab- 
normal conditions such as that of scarce currency or that in 
which restrictions are imposed with the approval of the Fund, 
obligates members not to “impose restrictions on the making of 
■payments and transfers for current international transactions.” x 
The obligation not to impose restrictions on the making of pay- 
ments presumably means that monetary authorities can not use 
exchange regulations or devices to prevent their residents from 
making payment for current imports. Members of the Fund are 
assured that other members can not normally use exchange de- 
vices actually to prevent current payments to them, and thus 
directly reduce their exports of goods and services . 1 2 Restrictions 
of the first type described above are clearly not permitted. 

But this obligation by itself would not rule out harmful ex- 


1 Article VIII, Section 2, Fund Agreement. 

2 The use of other devices, such as quantitative restrictions, quotas, tariffs, etc., 
to achieve similar purposes is not in any way affected by the Fund Agreement. 
Such devices will be under the supervision of the proposed International Trade 
Organization. It is difficult to draw the line between quantitative and exchange 
restrictions. Quantitative import restrictions, however, are usually considered 
to be restrictions imposed on the amount, not the value, of specific commodities 
which may be imported. A regulation providing that payments to a given coun- 
try (or to all countries), for one commodity or for all commodities, may not 
exceed a given value in a given time period, whether in local currency or in 
foreign currency, is usually considered to be an exchange restriction. 

As far as invisible items are concerned, such as tourist, freight, or insurance 
services, or gifts, it is difficult to imagine the imposition of quantitative restrictions 
so defined. Any limitation on the use of such foreign services or the making of 
gifts would presumably restrict payments for such items. It would be in value 
terms normally, and would be considered as an exchange restriction rather than 
a quantitative restriction. The regulation probably would not prohibit travel 
abroad as such, or the transport of goods in foreign vessels, but would prohibit 
paying more than a certain amount for such services. Quantitative restrictions 
on imports, on the other hand, actually forbid the physical importation of the 
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change practices. Members could permit payments only in 
their own currency, and then restrict the use which other mem- 
bers could make of balances so acquired. The general provision, 
however, also obliges members not to restrict “ transfers .” The 
word “transfers” is difficult to interpret precisely, but it implies 
surely that if payment is made in the first instance in the import- 
ing member’s currency, the exporting member must be permitted 
to transfer the amount into some other currency. A more precise 
interpretation of the word “transfers” may be possible after exam- 
ination of the convertibility provision. 

Convertibility Provision 

The convertibility provision is much more detailed. It raises a 
number of difficult questions of interpretation, but the currency 
into which a member must permit amounts paid to other mem- 
bers to be transferred under this provision is clear. Except under 
certain conditions, a member is assured that it can convert bal- 
ances of another member’s currency, recently acquired as a result 
of current transactions, into its own currency. This may be 
described as assuring a member the right to repatriate the proceeds 
of its exports. » 

The provision may be more fully explained as follows. The 
monetary authorities of any member B are obliged, except under 
certain conditions, to purchase from the monetary authorities of 
any other member A, balances of B’s currency recently acquired 
by A as a result of current transactions or needed by A to make 
payments for current transactions . 3 Country B has the option of 
buying the balances from A with gold or with A’s currency. 
Country B is not obligated to make such purchases if B is impos- 

goods beyond certain amounts. Any person who proves he has been licensed to 
import the goods can not be prevented by quantitative restrictions from paying 
for them. 

3 The provision implies the right to convert balances needed for current pay- 
ments, irrespective or whether or not they were recently acquired as a result of 
current transactions. This implication is difficult to understand, and may in fact 
be nullified by the proviso that the provision does not interfere with any mem- 
ber’s right to restrict capital transfers. 
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ing exchange restrictions on current transactions with the ap- 
proval of the Fund, if B is ineligible to buy foreign currencies 
from the Fund for any reason, or if A’s currency is “scarce” in 
the Fund. 

- The convertibility provision may furnish an important clue to 
an interpretation of the general clause. The requirement which 
the convertibility provision imposes upon a member is limited to 
its permitting the conversion of balances into the currency of the 
exporting country. This requirement only applies when a mem- 
ber is in the comparatively favorable position of being able to 
buy the exporting member’s currency, needed to make the con- 
version, from the Fund. The general provision applies not only 
under these favorable conditions but also when a member is not 
eligible to buy currencies from the Fund at all. It seems reasonable, 
therefore, to assume that the general provision does not require 
convertibility into any currency other than that of the exporting 
member. Furthermore, if the general obligation were to permit 
free convertibility into any other member currency, or free ex- 
change markets, the special convertibility provision would be 
obviously unnecessary and meaningless. If the general obligation 
is limited to permitting transfer into the exposing member’s cur- 
rency, the special convertibility provision adds little, but at least 
it fulfills the function of explaining what is meant by the general 
obligation not to restrict transfers. 

In summary, then, it appears that while the general provision 
prevents restrictions on payments it does not prevent certain re- 
strictions on the 2 transferability or convertibility of balances. Non- 
interference with free exchange markets, which would clearly 
guarantee a multilateral system for current payments, is not re- 
quired. While absolute blocking of the proceeds of current ex- 
ports is prohibited, a member need permit the transfer of recently 
acquired balances only into the exporting member’s currency. It 
is important to analyze whether this guarantees a multilateral 
system for current payments. 


367 


Alice Bourneuf 


III. THE REPATRIATION PRINCIPLE AND 
MULTILATERALISM 

If a member is guaranteed in normal circumstances under the 
Fund Agreement the right to repatriate the proceeds of current 
exports, i.e., the right to be paid in its own currency, will this 
enable it to use the proceeds of current exports to any one member 
to finance current purchases from other members? Does the Fund, 
in other, words, provide in general for a multilateral system of 
current payments? The following analysis indicates that in the 
general case *the right of repatriation does assure multilateralism, 
but that in certain more or less abnormal cases it does not. The 
answer depends in part on whether a member is paid ( i ) in its 
own currency purchased outside the Fund, or (2) in its own 
currency purchased from the Fund. 

General Cases 

If country B makes payment to A for current imports in A’s 
currency purchased outside the Fund, i.e., in the exchange market, 
country A can generally be assured that the payment will enable 
it to finance curreifc imports from other countries. In the process 
of obtaining A’s currency, country B will really be making pay- 
ment to A in some currency which A needs for current payments. 
Country B may purchase A’s currency with her own currency in 
the exchange market from residents of A who need B’s currency 
for current payments. Or B may purchase A’s currency from 
residents of other members who have received payment for cur- 
rent exports to A in the first instance in balances of A’s currency 
which they do not need, and would, if necessary, ask A to convert 
into their own currencies. Another possibility is that B may use 
balances of A’s currency already paid to residents of B for current 
exports. In each case it is clear that the demand for A’s currency 
by B enables A to pay for current imports from B or from other 
countries. 4 

* The assumption is that A can control capital transfers, and thus prevent the 
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If B makes payment to A in A’s currency purchased pom the 
Fund , it is again clear that in the general case A will be enabled 
thereby to finance current purchases from B or other countries. 
In this case the essential fact is that the decrease in the Fund’s 
-.holdings of A’s currency will in general enable A to obtain foreign 
currencies from the Fund. Members purchase foreign currencies 
from the Fund with their own currencies, and limits are set on the 
increase over a given period of time in the Fund’s holdings of a 
member’s currency. Country A’s drawing privileges are auto- 
matically increased, therefore, if its currency is purchased from 
the Fund by other countries. The quantitative limits on A’s pur- 
chases of foreign currencies from the Fund, which are established 
in the Fund Agreement, are in terms of the net change over a 
given period of time in the Fund’s holdings of A’s currency. 

Abnormal Cases 

It is important to consider, however, the more or less abnormal 
cases in which payment in a member’s own currency does not 
provide for a fully multilateral payment system. The obvious 
exception is the “scarce currency” case, whether payment is made 
in currency purchased from the Fund or outeide the Fund. This 
case, however, is one which is clearly recognized as abnormal. 
The declaration that a currency is “scarce” is a sign that that cur- 
rency is outside the multilateral system . 5 Payments from B to A 
in A’s currency will not enable A to finance purchases from a 
third country the currency of which is scarce. The scarce cur- 

payment from country B from financing an export of capital rather than cur- 
rent imports. 

5 The convertibility provision, or repatriation principle, gives added protec- 
tion to a country amply supplied with the scarce currency. If B had a larger sup- 
ply of the scarce currency than was currently demanded by her residents, it is 
not clear that she could limit its use to meeting the demands of her own residents 
under the terms of the scarce currency provision, although this was probably 
what the drafters of the provision had in mind. Country B could, however, take 
advantage of her right to prevent free exchange dealings, as implied in the con- 
vertibility provision, and insist on converting balances of B’s currency held by 
A into A’s currency through the Fund, rather than allow A to purchase the 
scarce currency with B’s currency. 
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rency will not be offered on the market, by B or by any other 
country, in exchange for A’s currency — and A is not likely to 
be able to make payments to the scarce currency country in the 
first instance in its own currency. Payment to A in A’s currency 
purchased outside the Fund, therefore, will not enable A to finance 
purchases from the scarce currency country. Country A’s ability 
to finance purchases from the scarce currency country will not 
be increased if A is paid in its own currency purchased from the 
Fund. And payments to A in A’s currency purchased from the 
Fund will not-increase A’s ability to obtain the scarce currency 
from the Fund, since the Fund will limit each member’s purchases 
of the scarce currency from the Fund. 

The other exceptions to multilateralism are less obvious, and 
may require more consideration. These exceptions occur only 
when Country B makes payment to A in A’s currency purchased 
from the Fund. The departure from multilateralism arises if A is 
not able to obtain equivalent amounts of foreign currencies from 
the Fund to pay for current imports, i.e., if A is prevented, by 
considerations other than the quantitative limits on the Fund’s 
holdings of A’s currency, from purchasing currencies from the 
Fund. There are conditions under which this may happen. Coun- 
try A may be ineligible to use the Fund because it is permitting 
a large or sustained outflow of capital. Or the Fund may believe 
that conditions in Country A do not permit use of the resources 
of the Fund in accordance with its purposes. For example, A may 
have a balance of payments deficit due to a long-term reconstruc- 
tion program. Members may be declared ineligible to use the 
Fund for such reasons or because they have failed to fulfill any of 
their obligations under the Fund Agreement, e.g., with respect to 
exchange rates. 

In these cases, in which purchases of A’s currency from the 
Fund do not automatically enable A to purchase equivalent 
amounts of foreign currencies from the Fund, country A may be 
forced, through the net reduction in the Fund’s holdings of A’s 
currency, to use the proceeds of current exports to repay past 
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borrowing from the Fund or to accumulate future drawing privi- 
leges. Country A, not only is unable to use proceeds of its net 
exports to B to pay for current imports from other countries, but, 
in fact, is forced to use the proceeds to improve its net position 
yis-a-vis the Fund. 

These cases should no doubt be given special attention by the 
Fund management. When a member is unable to draw on the 
Fund, it is likely to be in special need of foreign exchange. It will 
quite certainly have a balance of payments deficit unless its in- 
eligibility to use the Fund is due to the failure to fulfill some 
specific obligation. If other members pay for any large share of 
the ineligible member’s exports by purchasing that member’s 
currency from the Fund, rather than outside the Fund, its balance 
of payments difficulties will be greatly increased. In some cases 
the Fund may welcome the added pressure put on the ineligible 
member to take corrective action, e.g., to curb capital flights. In 
other cases, it may wish to prevent use of the Fund by other mem- 
bers from adding to the ineligible member’s difficulties. 

There are various ways in which the Fund might conceivably 
prevent a member from being subjected to additional balance of 
payments pressure in this way. The Fund might take the position 
that a member ineligible to “use the Fund” can always replace 
such amounts of its currency as are currently drawn from the 
Fund by other members, but there might be some difficulty in sup- 
porting this interpretation. Or the Fund might refuse to sell the 
member’s currency to other members; but it is difficult to see how 
it would do so under the Agreement, since it would not be possible 
to declare the currency “scarce.” If no other solution offered, the 
Fund could perhaps arrange informally not to sell the member’s 
currency. 

To summarize this section, the repatriation principle will in 
general provide a multilateral system of payments, whether a 
member is paid in its own currency purchased in the market or 
purchased from the Fund. In the clearly abnormal case of a scarce 
currency, there is obviously an exception to complete multi- 
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lateralism. Further exceptions to multilateralism may arise in cer- 
tain other more or less abnormal cases involving a member’s in- 
eligibility to use the Fund, when a member receives payment 
for its net exports in its own currency purchased from the Fund. 
The Fund may or may not wish to avoid this result. If it does wisl\ 
to do so, it may be able to handle the situation in an informal 
way. 

As a practical matter the problem may solve itself. Country B 
may not exercise its right to pay A in A’s currency — whether 
purchased outside the Fund or from the Fund. The practical 
possibilities are discussed in the next section. 

IV. REPATRIATION PRINCIPLE: PRACTICAL ASPECTS 

It may be worthwhile to consider whether in practice members 
of the Fund will insist on their right to restrict the convertibility 
of their currencies to the full extent consistent with the applica- 
tion of the repatriation principle. This question must be consid- 
ered on the assumption ( i ) that the Fund does not adopt a bilateral 
policy — in the sense that it will only provide A’s currency for the 
purpose of making payments to A — and (2) on the assumption 
that the Fund does adopt a bilateral policy. Whether or not the 
Fund adopts a bilateral policy is important because a member may 
wish to meet a certain balance of payments deficit by drawing on 
the Fund rather than by using its own reserves. 

( 1) If the Fund does not adopt a bilateral policy, members are 
not likely to invoke the repatriation principle except in more or 
less abnormal cases. If the Fund is willing to provide country B 
with any currency it needs to meet its deficit with A, country B 
need not in general insist on making payments to A in A’s cur- 
rency. 

Country B may of course refuse to make payments to A in a 
currency which has been declared scarce, but this does not con- 
stitute an application of the repatriation principle. It is conceiva- 
ble also, however, that country B might have previously accumu- 
lated balances of A’s currency which it was not free to withdraw 
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or use except for the purpose of making current payments to A. 
This abnormal case involves restrictions on the use of accumulated 
balances of a type which A is likely to impose, if it wishes to en- 
courage B to discriminate in favor of purchases in A as compared 
to other countries. Unless either the Fund or the International 
Trade Organization is permitting discriminatory restrictions on 
current transactions, this type of situation is not likely to be im- 
portant. But there is no guarantee that such discriminatory restric- 
tions may not be permitted even in comparatively normal times. 

If these are the only important cases in which members are 
likely to invoke the repatriation principle, it may -be proper to 
assume that the majority of members will not do so. In spite of 
the less rigid requirements of the Fund Agreement, the majority 
of members may perhaps permit free exchange markets . 6 

(2) If the Fund did adopt a bilateral policy, members of the 
Fund might well invoke the repatriation principle as a general 
rule. The bilateral policy would mean that the Fund would make 
a given currency available to a member only to the extent that it 
had a current deficit in its dealings with the country of that cur- 
rency. 

In this case any member wishing to meet®deficits by drawing 
on the Fund rather than on its own reserves would see to it that 
payments were made either in the first instance in its own cur- 
rency, or only in the currency of the exporting country. It would 
presumably do so generally because it would never know when 
or to what extent it might wish to draw on the Fund. This might 
be the case even though the member knew that its major deficit 

6 A special case might be drawn up as follows: Country B might invoke the 
repatriation principle, if it were ineligible to use the Fund and if it expected A 
to invoke the repatriation principle. Country B might insist on its right to pay in 
A’s currency if it had balances of A’s currency, recently acquired as a result 
of current transactions, and expected A to insist on its right to convert them into 
B’s currency purchased from the Fund. If B were ineligible to use the Fund, for 
other than quantitative reasons, it would then find that its exports to A were re- 
ducing its indebtedness to the Fund, or increasing its future drawing rights on 
the Fund, rather than enabling it to finance current imports. But in this case 
some abnormal situation must exist to lead Country A to invoke the repatriation 
principle. 
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tended to be with one country, and the currency of that country 
seemed likely to become a “scarce” currency. In this case the 
member would still want to be able to finance its deficits with 
other countries through the Fund. 

A practical judgment on the extent to which members are likely, 
to invoke the repatriation principle depends, then, on the likeli- 
hood of the Fund adopting a bilateral policy. This question is con- 
sidered in the next section. 

V. A BILATERAL FUND? 

What is the possibility that the Fund will adopt a bilateral pol- 
icy? It might do so if one currency was tending to become scarce 
in the Fund, while certain members were accumulating balances 
of this currency, and their currencies were not being drawn from 
the Fund. It has been suggested that this will happen because 
members will consider drawing privileges on the Fund less 
valuable than reserves of gold or of strong currencies. As a result 
they might try to use the Fund rather than their reserves to meet 
deficits, and they also might try to accumulate reserves rather 
than Fund-drawing privileges when they had a favorable balance. 
The whole questiomof Fund privileges as compared to independ- 
. ent reserves must be examined. 

Fund Privileges vs. Reserves 

Fund privileges should not be regarded as equivalent to reserves. 
Members can use only a certain amount of their drawing privi- 
leges each year without special permission. Also, there are a num- 
ber of specific purposes for which the Fund may not be used 
according to the Articles of Agreement. Even more important, 
borrowing from the Fund must be in accordance with the general 
purposes of the Fund. Members are expected to borrow for short 
periods to give them time in which to take measures to balance 
their international transactions. Finally, a member country may 
fail to fulfill some of its obligations under the Fund Agreement, 
for example, with respect to exchange rates or exchange controls, 
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and be declared ineligible to use the Fund. This is an extreme 
possibility, but under such circumstances there may be an ex- 
tended period of time before a member is declared eligible again, 
or before a member is able to withdraw its subscription to the 
Fund. During such a period Fund-drawing privileges are ob- 
viously of no use. 

Any country, on the other hand, is free to use its own gold 
and dollar reserves for any purpose. It may use reserves to meet 
an outflow of capital, to finance long-term reconstruction needs, 
or to pay war debts. Also, it may use gold to meet a deficit which 
gives evidence of becoming chronic, without taking measures to 
correct the situation. For example, a country experiencing a 
rapid inflation may use reserves to meet the deficit which results. 
The Fund, on the other hand, might refuse assistance unless 
drastic steps were being taken to stop the inflation. 

The possibility that the dollar may become scarce in the Fund 
is an added reason why the monetary authorities of most coun- 
tries will consider drawing rights on the Fund as less valuable or 
desirable than gold or dollar reserves. This possibility is much less 
than is ordinarily supposed, at least on the basis of present mem- 
bership in the Fund. The Fund will begin operations with gold, 
United States dollars, and Canadian dollars equal to 76 per cent 
of the normal borrowing privileges of all members other than the 
United States and Canada. Furthermore, it appears that the United 
Kingdom may not use its drawing rights in the Fund, which means 
that the percentage of gold, United States dollars, and Canadian 
dollars to the total drawing rights which will probably be exer- 
cised may be much higher. In addition, the repurchase and gold- 
sale provisions will tend to replace the Fund’s holdings of dollars 
and gold. 

Use of the Fund Privileges rather than Reserves 

It has been argued that because of the preference for gold and 
dollar reserves as compared to Fund-drawing rights member 
countries will rush to use the Fund rather than their own reserves 
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in meeting such deficits as do occur. This, in turn, would increase 
the possibility of dollars becoming scarce in the Fund. The argu- 
ment implies that members have a clear alternative and are quite 
free to use one or the other as they see fit. Actually, one of the 
repurchase provisions requires all members, which have reserve? 
in excess of their quotas, to draw on their reserves at the same rate 
year by year at which they borrow from the Fund. Since countries 
with 83 per cent of Fund quotas or borrowing privileges have 
reserves in excess of their quotas, and countries with 36 per cent 
have reserves more than twice their quota, most of the borrowing 
from the Fund for some time to come will have to be accompanied 
by equivalent use of reserves by the borrowing country. 7 Most 
members, then, will not be in a position to use the Fund rather 
than their own reserves. 

The other possibility is that members might rush to use the 
Fund pari passu with their reserves, by permitting deficits of a 
size they would not otherwise permit. It is true that the monetary 
authorities of an individual member country may adopt policies 
which lead to large deficits, knowing that they will be able, for 
a time at least, to meet half the deficit through the Fund. But if 
the policies of the'member country may be expected to result 
in a continuation of this deficit, the Fund must discuss with the 
country other means of meeting or eliminating the deficit. Mem- 
ber countries will not be allowed to use the Fund for unsound 
purposes, i.e., to meet deficits which give evidence of becoming 
chronic, while taking no steps to overcome the deficit. Whenever 
Fund resources are used, the Fund must insist they are intended to 
be used on a temporary basis, and, therefore, must insist on speedy 
repayment or elimination of indebtedness to the Fund. If the 
Fund insists in general on prompt repayment, there remains little 
reason why a country should rush to use its Fund privileges, since 
it will shortly have to use reserves to repay the Fund. 

T This statement is based on data on gross gold and dollar reserves. The Fund 
concept of monetary reserves is a net concept. 
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On the whole, therefore, there is no great danger that the 
coexistence of Fund drawing privileges and gold reserves will 
lead to rash or speedy use of the Fund. 

Accumulation of Reserves rather than Fund Privileges 

Is it likely that a scarcity of dollars may arise partly from the 
fact that certain countries are accumulating dollars while their 
currencies are not drawn from the Fund? Member countries may 
try to accumulate reserves rather than drawing privileges on the 
Fund. If a member has a favorable balance on the whole, it may 
be able to do so . 8 If it is not indebted to the Fund on account of 
past operations, it could accumulate reserves to the full amount of 
its favorable balance if it received payment in reserves rather 
than in its own currency purchased from the Fund. If it is in- 
debted to the Fund, it would be required to use half the increase 
in reserves to repay past borrowing from the Fund. 

If there were a serious effort on the part of member countries 
to receive payment in reserves rather than in increased drawing 
privileges, the whole Fund mechanism might be weakened. Cur- 
rencies of certain countries would remain in the Fund, even though 
those countries had favorable balances of payments, while other 
currencies, e.g., dollars, would be drawn from the Fund to make 
payments to such countries. Countries with favorable balances 
on the whole, which were not indebted to the Fund, could ac- 
cumulate dollars. The danger of dollars becoming scarce in the 
Fund would be increased. It is doubtful, however, that there will 
in fact be enough countries, other than the United States, with 
large favorable balances of payments to make this a serious prob- 
lem for the next few years. 

8 If a member does not have a favorable balance on the whole, it would not 
gain by receiving payment in gold or dollars rather than in its own currency 
purchased from the Fund. Purchases of its currency from the Fund would en- 
able it to buy other currencies from the Fund. If it is accumulating gold and 
dollars, on the other hand, it cannot use the Fund. 
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Possibility of Bilateral Fund. 

If dollars become scarce in the Fund and dollars drawn from 
the Fund are increasing the reserves of countries other than the 
United States, the Fund may decide to adopt a bilateral policy. 
Members might then forbid free exchange transactions, and in- 
voice the repatriation principle in order to assure their ability to 
meet deficits by drawing on the Fund. 

The adoption of a bilateral policy by the Fund would not 
necessarily prevent indirect use of Fund dollars to meet payments 
to countries, other than the United States. Members might be 
willing to use their own reserves of gold or dollars to meet deficits 
with other countries, because they could obtain dollars from the 
Fund to meet their deficit with the United States. But the Fund 
could conceivably refuse to make dollars available to a member 
under these circumstances. This would be rather a drastic policy 
for the Fund to adopt. This policy would be even more difficult 
to implement than the simple bilateral policy which itself would 
require roughly accurate balance of payments forecasts . 9 

Conclusion 

On the whole the danger that the dollar will be scarce in the 
Fund while dollars are drawn to meet payments to, and increase 
the reserves of, countries other than the United States, is not 
great. It is not likely that the Fund will adopt a bilateral policy. 
The Fund could do so, however, if necessary. Members would 

9 A country which was very anxious to obtain payment for its excess exports 
in gold or dollars might take other measures to achieve its ends, even if the Fund 
did adopt a bilateral policy. It might use political bargaining weapons. Or it 
might offer a high price for foreign gold to induce sales of gold to it. How- 
ever, the price paid by a member for gold cannot exceed par by more than a 
margin to be prescribed by the Fund. The Fund can prevent sales of gold to 
members for their currencies by itself offering the maximum price, since mem- 
bers are obligated to sell gold to the Fund for foreign currencies, if they can do 
so with equal advantage. In this w r ay the Fund would be able to use the cur- 
rency of any member which other members wished to purchase with gold, and 
such members would receive payment through the Fund. Since most members 
must use their reserves at the same rate that they draw on the Fund, the Fund 
could obtain large amounts of gold in this way. 
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then tend to invoke the repatriation principle, and favorable 
balance countries would be forced to take payment in their own 
currencies drawn from the Fund. 

VI. SUMMARY 

(1) The Fund does not permit restrictions on current pay- 
ments as such. Members seem to be assured, however, only that 
they can receive payment in their own currency. This principle 
may be called the repatriation principle. This means that in general 
free exchange markets or free convertibility of currencies is not 
obligatory. 

(2) Even though members are only assured of the right to 
receive payment in their own currency, the system of payments 
will in general be multilateral. That is, members will normally 
be able to use the proceeds of current exports to one member to 
finance current purchases from other members. In certain cases, 
involving the receipt by a member of payment through the Fund, 
and ineligibility on its part to use the Fund, the multilateral system 
will be interfered with. The Fund may wish to consider special 
action in these cases. 

(3) Members of the Fund are not likely ifl general to insist on 
their right to make current payments only in the currency of the 
exporting country, that is, to invoke the repatriation principle, 
unless the Fund adopts a bilateral policy in its dealings with 
members. 

(4) The Fund might possibly adopt such a bilateral policy if 
certain currencies were becoming scarce in the Fund, and the 
currencies of other countries were not being drawn from the 
Fund, even though they had favorable balances of payment on cur- 
rent account. There appear to be good reasons, however, for 
believing that the danger of such developments is not great. 
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